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LETTER  OF  TRANSMITTAL 

February  28, 1979. 
Honorable  Al  TJixman,  Chairman, 

House  Committee  on  Ways  and  Means, 
Hon.  RussKLL  B.  Long,  Chairman, 

Senate  Com/mittee  on  Finarwe, 
U.S.  Congress, 
Washington,  D.C. 

Dear  Messrs.  Chairmen  :  During  the  conference  on  the  Tax  Reform 
Act  of  1976,  the  House  and  Senate  conferees  requested  that  the  staff 
of  the  Joint  Committee  on  Taxation  undertake  a  general  study  of  the 
classification  of  individuals  as  employees  or  independent  contractors 
for  Federal  income  tax  witliholding,  social  security  (FICA  and 
SECA)  and  unemployment  compensation  taxes.  The  staff's  report  on 
its  study  is  transmitted  with  this  letter. 

The  report  on  "Issues  in  the  Classification  of  Individuals  as  Em- 
ployees or  Independent  Contractors"  provides  an  explanation  of  the 
present  common  law  rules  governing  employment  status,  a  description 
of  the  source  of  the  controversies  in  this  area,  and  a  review  of  Con- 
gressional action  from  the  original  social  security  legislation  through 
the  provisions  in  the  Revenue  Act  of  1978,  which  relieved  many  tax- 
payers of  disputed  assessments  arising  from  employment  status 
reclassifications  through  1979.  The  report  also  discusses  the  interests 
and  concerns  of  the  parties  involved  in  employment  tax  controversies 
and  analyses  how  the  present  law  treats  these  parties  and  how  several 
alternative  systems  would  affect  them. 

At  the  request  of  the  Joint  Committee  on  Taxation,  the  General 
Accounting  Office  (GAO)  conducted  a  study  of  the  problems  involved 
in  employnient  tax  controversies.  As  part  of  its  study,  the  GAO  de- 
veloped a  legislative  proposal.  This  proposal  is  examined  in  detail 
because  its  recommendations  represent  a  possible  model  approach  for 
a  statutory  solution  which  has  been  widely  discussed.  In  addition,  the 
report  indicates  a  number  of  legal  and  administrative  issues  in  Fed- 
eral income  tax,  social  security,  and  other  Federal,  State,  and  local 
statutes  and  regulations  which  are  related  to,  or  which  may  be  affected 
by,  legislation  on  employment  tax  status  standards. 

The  staff  transmits  this  report  to  assist  Members  in  developing 
permanent,  substantive  legislation  for  the  determination  of  employ- 
ment status. 

Sincerely  yours, 

Bernard  M.  (Bob)  Shapiro. 

Chief  of  Staff . 
(rii) 
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I.  BACKGROUND 

A.  Substantive  Law  and  Application 

1.  General 

With  certain  limited  statutory  exceptions,^  the  classification  of  par- 
ticular workers  as  employees  or  independent  contractors  (self- 
employed  persons)  for  purposes  of  Federal  employment  taxes  has 
heen  made  under  common  law  rules.  The  determination  of  an  em- 
ployer-employee relationship  is  important  because  a  certain  amount  of 
wages  paid  to  employees  generally  is  subject  to  social  security  taxes 
imposed  on  the  employer  and  the  employee  under  the  Federal  Insur- 
ance Contributions  Act  (FICA)  and  unemployment  taxes  imposed  on 
the  employer  under  the  Federal  Unemployment  Tax  Act  (FUTA) .  On 
the  other  hand,  compensation  paid  to  independent  contractors  is  sub- 
ject to  the  tax  on  self -employment  income  (SECA).  In  addition, 
Federal  income  tax  must  be  withheld  from  compensation  paid  to 
employees,  but  payments  to  independent  contractors  are  not  subject 
to  withliolding. 

Generally,  the  basis  for  determining  whether  a  particular  worker  is 
an  employee  or  independent  contractor  has  been  the  common  law  test 
of  control.  Under  Treasury  regulations,  if  a  person  engaging  the  serv- 
ices of  another  has  "the  right  to  control  and  direct  the  individual  who 
performs  the  services,  not  only  as  to  the  result  to  be  accomplished  by 
the  work,  but  also  as  to  the  details  and  means  by  which  the  result  is 
accomplished,"  the  relationship  of  employer  and  employee  is  deemed 
to  exist.  On  the  other  hand,  the  absence  of  a  right  to  control  generally 
indicates  that  the  person  performing  the  services  is  an  independent 
contractor.  In  interpreting  the  Treasury  regulations,  twenty  factors 
are  used  in  determining  whether  workers  are  employees  or  independent 
contractors.  (See  discussion  of  Present  Law,  III.A.,  p.  25.) 

2.  Differences  in  tax  liabilities 

a.  Employees 

FICA  tax 

The  Federal  Insurance  Contributions  Act  (Code  sees.  3101-3126) 
imposes  two  taxes  on  employers  and  two  taxes  on  employees.  These 
taxes  are  used  to  finance  the  payment  of  old-age,  survivor,  and  disa- 
bility insurance  benefits  payable  under  Title  II  of  the  Social  Security 
Act  and  to  finance  the  costs  of  hospital  and  related  post-hospital  serv- 
ices incurred  by  social  security  beneficiaries  as  provided  in  Part  A 
of  Title  X^TIIIof  the  Social  Security  Act. 

^Internal  Revenue  Code  section  S121(d)  (3)  (relating:  to  statutory  employeeg 
under  the  Federal  Insurance  Contributions  Act)  establishes  four  categories  of 
statutory  employees ;  certain  asrent-drivers  or  commission-drivers :  full-time  life 
insurance  salesmen:  home  workers  performing  services  on  goods  or  materials; 
and  full-time  traveling  or  city  salesmen.  See  also,  Code  sees.  3306(1)  and  1402(d) . 

(1) 


The  employee's  share  of  FICA  taxes  is  measured  by  the  amomit  of  , 
wages  received  with  respect  to  employment.  The  term  "wages"  gen-  ; 
erally  means  pay  received  by  an  employee  for  employment  covered  by  ^ 
the  Social  Security  Act,  unless  the  pay  is  excluded  specifically  by  law  , 
(Treas.  Reg.  §31.3121  (a)-l).  The  term  "employment"  includes  all  i 
nonexempt  service,  of  whatever  nature,  performed  by  an  employee  for 
the  person  employing  him  or  her  (Treas.  Reg.  §  31.3121(b) -3).  Em-  j 
ployers  withhold  the  employee's  share  of  FICA  taxes  from  each  of  \ 
their  employees'  wages  when  paid  (Code  sees.  3102  (a)  and  (b)).         i 

The  FICA  tax  rates  are  scheduled  to  increase  in  future  years,  as 
indicated  in  the  following  table :  I 


Scheduled  Increases  in 

FICA  Tax  Fates 

Calendar 

Social 

Hospital 

Total 

Year 

Security 

Insurance 

FICA 

Bate 

Rate 

Rate 

1978 

5.05% 

1.  00% 

6.  05% 

1979-80_._. 

5.08 

1.05 

6.  13 

1981 

5.35 

1.30 

6.65 

1982-84 

5.40 

1.30 

6.70 

1985 

5.70 

1.35 

7.05 

1986-89___. 

5.70 

1.45 

7.15 

1990 

6.20 

1.45 

7.65 

In  addition  to  the  FICA  tax  rate  increases,  the  following  wage  base 
increases  are  scheduled  to  take  effect  under  present  law : 
Calendar 

Year  Wage  base 

1978 $17,700 

1979   22,900 

1980   25,900 

1981   29,700 

For  calendar  year  1978,  both  employers  and  employees  were  required 
to  pay  FICA  taxes  of  6.05  percent  each  on  the  first  $17,700  of  the  em- 
ployee's wages,  for  a  maximum  of  $1,070.85  each.  As  a  result  of  the 
increases  in  the  FICA  rate  and  wage  base,  the  maximum  amount  pay- 
able for  both  an  employer  and  an  employee  will  be  $1,403.77  each  in 
calendar  year  1979 ;  $1,587.67  each  in  calendar  year  1980 ;  and  $1,975.05 
each  in  calendar  year  1981. 

FUTA  tax 

The   Federal   Unemployment   Tax   Act    (Code   sees.    3301-3311) 
imposes  a  tax  on  employei-s.  FUTA  tax  revenues  are  used  to  ])ay  all  of 


the  administrative  costs  of  the  Federal  and  State  unemployment  com- 
pensation programs  and  to  help  finance  the  payment  of  benefits  to 
unemployed  insured  workers.  The  FUTA  tax  is  levied  on  covered 
employers  at  a  current  rate  of  3.4  percent  on  wages  of  up  to  $6,000  a 
year  paid  to  an  employee  (Code  sec,  3301).  However,  a  2.7  percent 
credit  against  Federal  tax  liability  is  provided  to  employers  who  pay 
State  taxes  under  an  approved  State  unemployment  compensation 
program  (Code  sec.  3302).  For  employers  in  States  which  have  an 
approved  unemployment  compensation  program,  the  effective  FUTA 
tax  rate  is  0.7  percent. 

The  FUTA  tax  generally  applies  to  employers  who  employ  one  or 
more  employees  in  covered  employment  for  at  least  20  weeks  in  the  cur- 
rent or  preceding  calendar  year  or  who  pay  wages  of  $1,500  or  more 
during  any  calendar  quarter  of  the  current  or  preceding  calendar  year. 
In  addition,  certain  agricultural  labor  and  domestic  services  constitute 
covered  employment  for  purposes  of  the  FUTA  tax. 

Income  tax  withholding 

In  addition  to  the  responsibility  for  FICA  and  FUTA  taxes,  an 
employer  who  pays  wages  to  individual  employees  (or  who  has  employ- 
ees who  report  tips)  must  withhold  a  portion  of  the  wages  to  satisfy 
all,  or  part  of,  the  employee's  Federal  income  tax  (Code  sec.  3402) .  The 
definitions  relating  to  employment  for  purposes  of  withholding  are 
similar  to  the  FICA  and  FUTA  definitions.  The  term  "employer"  is 
defined  as  any  person  or  organization  for  whom  an  individual  per- 
f  onus  any  service  as  an  employee.  An  "employee"  is  any  individual  who 
performs  services  subject  to  the  control  of  an  employer,  both  as  to  what 
shall  be  done  and  how  (Treas.  Reg.  §  31.3401  (c)-l) .  The  term  "wages" 
is  defined  generally  as  all  remuneration,  unless  specifically  excluded, 
for  services  performed  by  an  employee  for  his  or  her  employer,  includ- 
ing the  cash  value  of  all  remuneration  paid  in  any  medium  other  than 
cash  (Code  sec.  3401(a)). 

FUTA  taxes  and  the  employer's  share  of  FICA  taxes  generally  are 
deductible  by  the  employer  for  income  tax  purposes  as  ordinary  and 
necessary  business  expenses.  The  employee's  share  of  FICA  taxes  is  not 
deductible  by  the  employee. 

6.  Self-employed  individuals 

The  Self -Employment  Contributions  Act  (Code  sees.  1401-1403) 
imposes  two  taxes  on  the  self-employed.  The  SECA  taxes  finance  the 
cost  of  old-age,  survivors,  and  disability  insurance  benefits  payable 
under  Title  II  of  the  Social  Security  Act  and  the  cost  of  hospital  and 
related  post-hospital  services  incurred  by  social  security  beneficiaries 
as  provided  for  in  Part  A  of  Title  XVIII  of  the  Social  Security  Act. 

The  taxes  levied  under  SECA,  and  the  amount  of  income  which  may 
be  credited  toward  old-age,  survivors,  and  disability  insurance  bene- 
fits or  hospital  insurance  coverage,  are  based  on  an  individual's  self- 
empjoyment  income.  The  term  "net  earnings  from  self-employment" 
means  the  sum  of:  (1)  the  gross  income  derived  by  an  individual  from 
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any  trade  or  business  carried  on  by  such  individual,  less  allowable 
deductions  attributable  to  such  trade  or  business,  and  (2)  the  individ- 
ual's distributive  share  (whether  or  not  distributed)  of  the  ordinary 
net  income  or  loss  from  any  trade  or  business  carried  on  by  a  pat- 
nership  of  which  the  individual  is  a  member. 

This  general  definition,  however,  is  subject  to  the  exclusion  of 
certain  trades  or  businesses,^  and  to  certain  special  rules  for  comput- 
ing gross  income  or  the  distributive  share  of  partnership  ordinary 
net  income  or  loss.  The  term  "self-employment  income"  excludes  net 
earnings  from  self-employment  in  any  taxable  year  if  such  earnings 
are  less  than  $400. 

The  old-age,  survivors,  and  disability  insurance  tax  rate  under  SECA 
is  higher  than  the  rate  applicable  to  an  employer  or  employee  (mider 
FICA).  SECA  hospital  insurance  rate  is  the  same  as  the  em- 
ployer-employee hospital  insurance  rate.  However,  the  combined  em- 
ployer-employee FICA  rate,  that  is  the  total  tax  with  respect  to  one 
employee,  is  higher  than  the  SECA  rate.^ 

For  calendar  5^ear  1978,  self-employed  individuals  with  annual  net 
self-emplo^anent  earnings  of  $400  or  more  were  required  to  pay  a 
SECA  tax  of  8.10  percent  on  self-employment  earnings  up  to  $17,700, 
for  a  maximum  SECA  tax  of  $1,433.70."  For  calendar  year  1979,  self- 
employed  individuals  must  pay  a  tax  of  8.10  percent  on  self-employ- 
ment earnings  up  to  $22,900,  for  a  maximum  SECA  tax  of  $1,854.90. 
(For  calendar  year  1978,  the  maximum,  combined  employer-employee 
FICA  tax  was  $2,141.70;  for  1979,  it  is  $2,807.54.)  The  following 
table  shows  the  schedule  increases  in  the  SECA  tax  rate  for  calendar 
years  1978  through  1990 : 

^  The  term  "trade  or  business."  with  certain  exceptions,  lias  the  same  meaning 
■when  used  with  reference  to  self-employment  income  or  net  earnings  from  self- 
employment  as  when  used  in  section  162  of  the  Code,  relating  to  trade  or  business 
expenses  for  income  tax  purposes. 

°  A  rationale  for  setting  the  SECA  rate  at  150  percent  of  the  FICA  employee 
rate  was  stated  by  the  Advisory  Council  on  Social  Security  in  its  "Recommenda- 
tions for  Social  Security  Legislation"  reported  to  the  Senate  Committee  on 
Finance,  Doc.  No.  208,  SOth  Cong.  2d  Sess.,  1949.  In  recommending  that 
self-employed  individuals  be  brought  into  the  social  security  system,  the  Council 
recommended  the  lower  overall  self-employment  contribution  rate  for  two  reasons. 
First,  the  Council  believed  that  self -employment  earnings  are  derived  partly  from^ 
personal  services  and  partly  from  capital  investment.  The  difference  in  the  rates 
reflected  an  attempt  to  exempt  from  the  SECA  tax  income  from  capital.  Second, 
it  was  thought  that  if  the  self-employed  were  required  to  pay  twice  the  employee 
rate  (that  is,  the  total,  combined  employer-employee  FICA  rate),  they  would  be 
"overcharged"  for  their  coverage  in  relation  to  what  they  would  have  to  pay 
for  similar  protection  under  private  insurance. 

In  1965,  the  Advisory  Council  on  Social  Security  concluded  that  the  difference 
between  the  SECA  rate  and  the  combined  employer  and  employee  FICA  rate  was 
not  justified.  The  Coimcil  recommended  gradually  increasing  the  SECA  rate,  but 
not  above  the  the  cost  of  providing  benefits  for  the  self-employed.  Report  of  the 
Advisory  Council  on  Social  Security,  January  1, 1965. 


Scheduled  Increases  in  SEGA  Tax  Rates 

Social  Hospital  Total 

Calendar  Security  Insurance  SECA 

Year  Bate  Rate  Bate 


1978 

7.  10% 

1.  00% 

8.  10% 

1979-80 

7.05 

1.05 

8.  10 

1981 

8.00 

1.30 

9.30 

1982-84 

8.05 

1.30 

9.35 

1985 

8.55 

1.35 

9.90 

1986-89 

8.55 

1.45 

10.00 

1990 

9.30 

1.45 

10.75 

Generally,  the  same  ceiling  on  the  earnings  base  subject  to  FICA 
tax  also  applies  to  net  earnings  from  self -employment  which  are  sub- 
ject to  SECA  tax.  However,  special  rules  apply  to  self-employed  per- 
sons who  report  income  on  a  fiscal  year  basis. 

While  there  is  no  Federal  income  tax  withholding  with  respect  to 
self-employment  income,  a  self-employed  individual  may  be  required  to 
file  a  declaration  of  estimated  income  tax  if  his  or  her  gross  income  for 
the  taxable  year  reasonably  can  be  expected  to  include  more  than  $500 
from  sources  other  than  wages  (Code  sec.  6015).  However,  no  such 
declaration  is  required  if  the  amount  of  estimated  tax  for  the  year 
reasonably  can  be  expected  to  be  less  than  $100.  Also,  each  individual 
(other  than  a  nonresident  alien  individual)  with  $400  or  more  of  net 
earnings  from  self-employment  for  the  taxable  year  must  file  a  return 
showing  the  self -employment  tax  due  (Code  sec.  6017). 

3.  Information  returns 

Under  present  law,  persons  engaged  in  a  trade  or  business  (includ- 
ing activities  which  are  not  for  the  purpose  of  gain  or  profit)  gener- 
ally must  file  information  returns  with  respect  to  certain  payments  of 
$600  or  more  in  any  taxable  year  (Code  sec.  6041(a)  ).^  This  reporting 
obligation,  subject  to  various  exceptions,  applies  to  payments  (regard- 
less of  whether  made  in  cash  or  property)  of  salaries,  wages,  commis- 

^  Generally,  these  returns  are  intended  to  inform  the  Internal  Revenue  Service 
that  specified  items  have  been  disbursed  by  a  payor.  This  information  may  aid 
the  Service  in  determining  whether  the  recipient  of  the  item  covered  by  the  return 
has  treated  it  properly  for  tax  purposes.  The  obligation  to  file  information  returns 
is  in  addition  to  the  requirement  to  file  returns  which  reflect  the  filer's  primary 
liability  for  the  payment  of  a  tax. 


sions,  fees,  other  forms  of  compensation  for  services,  and  other  fixed  or' 
determinable  gains,  profits,  or  income.*  i 

These  information  returns,  which  are  required  to  be  filed  on  an| 
annual  basis,  generally  must  contain  the  name,  address,  and  tax  identi-  j 
fication  number  of  the  recipient  of  the  payment  (Code  sees.  6041  (a)  ^ 
and  (d),  and  6109(a)).  Recipients  covered  by  this  reporting  require-  ] 
ment  must  furnish  their  name  and  address  to  the  payor  (Code  sec.  6041  i 
(d)).  However,  there  is  no  requirement  that  the  payor  furnish  the 
recipient  with  a  copy  of  the  return,  as  is  the  case  for  some  other  returns  j 
(see,  e.g..  Code  sec.  6049(c)  with  respect  to  information  returns  of  cer- 
tain interest  payments) .  ^  j 

Because  these  returns  must  be  filed  on  an  annual  basis,  payors  must  j 
keep  track  of  the  cumulative  amount  paid  to  any  individual  during  j 
the  year  to  determine  if  they  have  a  filing  obligation.  The  records  1 
necessary  to  satisfy  this  requirement  generally  must  be  maintained  for 
tax  deduction  purposes  in  any  event.  \ 

A  $1  penalty  is  provided  for  each  failure  to  file  an  information  re-  ; 
turn  (Code  sec.  6652(b)).  The  maximum  aggregate  penalty  per  tax-  , 
payer  for  all  such  failures  during  any  calendar  year  is  $1,000.  j 

Generally,  amounts  paid  to  employees,  regardless  of  whether  they  ; 
are  subject  to  withholding,  are  not  reportable  on  the  usual  information  , 
return  (Form  1099) .  Instead,  such  amounts  are  reportable  on  informa-  : 
tion  returns  (Form  W-2)  which  relate  especially  to  payments  to  [ 
employees.  ! 

The  Internal  Revenue  Service's  Information  Returns  Program  ; 
(IRP)  matches  the  information  returns  filed  with  respect  to  payments  i 
to  some  individuals  with  their  income  tax  returns  to  detect  non-filing 
or  under-reporting  of  income.  Under  this  program,  all  information  re-  ; 
turns  filed  for  individuals  on  magnetic  tape,  and  some  of  those  filed  | 
on  paper  forms  (approximately  10  to  15  percent)  are  matched.  During  i 
1977.  the  Service  received  almost  470  million  information  returns  from  ! 
businesses  and  organizations  required  to  report  payments  of  wages, 
interest,  and  dividends;  over  245  million  of  these  returns  were  sub-  j 
mitted  on  magnetic  tape.^  j 

Approximately  2  percent  of  all  information  returns  ^  filed  relate  to  j 
-compensatory  payments  of  $600  or  more  during  the  year.  However,  j 
most  of  these  payments  represent  rents,  royalties,  and  similar  items  j 
rather  than  compensatory  payments.  It  appears  that  the  majority  of  | 
information  returns  which  relate  to  compensatory  payments  are  sub-  j 
mitted  to  the  Service  on  paper  forms,  rather  than  magnetic  tape.  ; 

*  For  information  return  purposes,  income  is  deemed  to  be  "fixed"  when  it  is  to  I 
be  paid  in  definite,  predetermined  amounts.  Income  is  considered  to  be  "deter- 
minable" if  there  is  a  method  by  which  the  amount  to  be  paid  may  be  calculated,  | 
regardless  of  whether  the  income  is  payable  at  regular  intervals,  or  whether  the  ; 
amount  to  be  paid  may  fluctuate  in  accordance  with  the  occurrence  of  an  event.  ' 
e.g.,  commissions  payable  on  the  sale  of  merchandise.  In  addition,  an  amount  is 
considered  to  have  been  paid  when  it  is  credited  or  set  aside  for  another  without  , 
substantial  limitations  or  restrictions  as  to  the  time  or  manner  of  payment,  and  is  j 
made  available  so  that  it  may  be  brought  within  the  payee's  control  and  disposi-  j 
tion  at  any  time.  j 

■'Annual  Report  of  the  Commissioner  of  Internal  Revenue,  1977.  8-19  (197S). 

'  Payments  of  .SSOOO  or  more  for  which  information  returns  are  required  are 

listed  in  sec.  6041  ( a ) .  1 


B.  Origin  of  Controversies:  Increased  IRS  Enforcement 

In  the  late  1960's,  the  lES  increased  its  enforcement  of  the  employ- 
ment tax  laws.  Previously,  employment  tax  audits  had  been  superficial 
or  sporadic  and  only  occasionally  entailed  examination  of  employment 
status  issues.  Many  controversies  developed  between  taxpayers  and 
the  Service  about  whether  individuals  treated  as  independent  con- 
tractors should  be  reclassified  as  employees.  If  the  IRS  prevailed  on  a 
reclassification,  the  taxpayer  became  liable  for  employment  taxes- 
withholding,  social  security,  unemployment— w^hich  neither  had  been 
withheld  nor  paid  to  the  Treasury. 

The  retroactive  reclassification  of  independent  contractors  as  em- 
ployees by  the  Internal  Revenue  Service  could  give  rise  to  four  gen- 
eral types  of  problems :  (1)  taxpayers  whose  workers  were  reclassified 
as  employees  could  be  assessed  employment  taxes  retroactively  for 
years  not  subject  to  the  statute  of  limitations;  (2)  double  taxation 
could  occur  if  the  taxpayers  paid  withholding  assessments  for  the  same 
liabilities  for  which  workers  had  paid  income  tax;  (3)  overpayments 
of  social  security  taxes  could  occur  if  taxpayers  paid  FICA  taxes  with 
respect  to  workers  who  had  paid  SECA  taxes;  and  (4)  retirement 
plans  could  be  disqualified. 

When  the  IRS  reclassified  a  worker,  previously  treated  as  an  inde- 
pendent contractor,  as  an  employee,  the  person  who  was  found  to  be 
the  employer  generally  was  held  responsible  for  all  employment  tax 
liabilities  (income  tax  withholding  and  both  the  employer's  and  the 
employee's  share  of  social  security  taxes)  with  respect  to  the  individual 
who  was  reclassified  as  an  employee.  The  IRS  generally  would 
adjust  Federal  income  tax  withholding  assessments  if  the  em- 
ployer was  able  to  furnish  certificates  signed  by  his  or  her 
workers  showing  that  the  workers  had  paid  their  proper  amount 
of  income  tax  (Code  sec.  3402(d)).  Thus,  the  burden  was  on  the 
employer  to  prove  that  the  individuals  who  had  been  reclassified  as 
employees  had  paid  their  income  taxes.  In  situations  where  there  were 
only  a  few  workers,  and  the  workers  still  lived  in  the  employer's 
vicinity,  and  had  maintained  adequate  records  and  were  cooperative, 
this  proof  was  not  difficult.  However,  in  situations  where  there  were 
many  workers,  a  high  turnover  rate,  or  the  workers  maintained  in- 
adequate records  or  were  uncooperative,  obtaining  this  proof  could 
be  very  difficult  and  expensive. 

Unlike  the  income  tax  withholding  liability,  the  reclassified  em- 
ployee's share  of  FICA  tax  generally  was  not  abated  by  the  IRS  by  the 
amount  of  SECA  tax  already  paid  on  the  same  income.  Present  law 
(Code  sec.  6521(a) )  authorizes  a  FICA-SECA  offset  only  if  the  em- 
ployee is  prevented  by  law  from  filing  for  a  refund  of  the  SECA  tax 
paid  in  error.  This  rule  may  result  in  the  double  collection  of  the  em- 
ployee's portion  of  social  security  tax:  (1)  once  from  the  employer 
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as  the  FICA  tax  he  or  she  initially  failed  to  withhold  from  the  reclassi- 
fied employee,  and  (2)  once  from  the  employee  as  the  SECA  tax  pre- 
viously paid  in  error.  The  employer's  portion  of  the  FICA  tax  assess- 
ment does  not  represent  a  double  payment  because  that  portion  of  the 
tax  was  not  paid  previously  if  workers  were  not  treated  as  employees; 
it  is  paid  for  the  first  time  after  reclassification  of  such  workers. 

The  reclassification  of  a  worker  as  an  employee  also  may  have 
adverse  effects  on  self-employed  (H.E.  10)  retirement  plans.  If  the 
individual  previously  had  received  a  determination  from  the  IRS  that 
he  or  she  was  an  independent  contractor  and  then  was  reclassified  as 
an  employee,  the  retirement  plan  would  be  frozen  and  any  future  con- 
tributions to  the  plan  would  not  be  exempt  from  tax.  If  the  individual 
previously  had  not  received  such  a  determination,  the  plan  would 
he  disqualified  and  all  amounts  in  the  plan  (previous  contributions 
plus  income)  would  be  taxable.  Furthermore,  if  an  employer  previ- 
ously had  established  a  qualified  retirement  plan  for  some  workers 
whose  status  as  employees  was  recognized,  and  the  IRS  subsequently 
reclassified  as  employees  additional  workers  whom  the  emploj^er  had 
heen  treating  as  independent  contractors,  the  previously  qualified 
retirement  plan  for  the  employees  could  be  disqualified  for  failure 
to  meet  the  minimum  "coverage"  requirements  (Code  sec.  410(b)). 

Many  taxpayers  complained  that  proposed  reclassifications  involved 
a  change  of  position  by  the  Internal  Revenue  Service  m  interpreting 
how  the  common  law  rules  applied  to  their  workers  or  industry.  Some 
taxpayers  had  prior  private  letter  rulings  or  technical  advice  memo- 
randa" from  the  Service  in  which  the  Service  held  that  the  workers  were 
independent  contractors.  Others  pointed  to  prior  audits  in  which  their 
treatment  of  workers  as  independent  contractors  was  not  challenged. 
Before  the  1970's,  however,  most  audits  did  not  focus  on  employment 
tax  status  determinations ;  so  most  taxpayers  relied  on  their  own  judg- 
ment, industry  practice,  or,  in  a  few  industries,  published  revenue 
rulings. 

During  the  last  few  years,  the  IRS  published  pairs  or  groups  of 
revenue  rulings  which  contained  one  or  more  restatements  of  earlier 
rulings  determining  workers  to  be  independent  contractors  and  other 
rulings  determining  that  workers  in  the  same  general  industry,  but 
under  somewhat  different  circumstances,  were  employees.  Taxpayers  ' 
have  pointed  to  these  so-called  "bracketed  rulings"  as  evidence  of  ( 
changes  in  IRS  positions.  (The  Internal  Revenue  Service  generally 
has  viewed  these  rulings  as  distinguishing  prior  rulings  or  as  interpret- 
ing new  or  changed  relationships.) 

Upon  an  assessment  of  an  employment  tax,  the  only  judicial  remedy 
which  ordinarily  is  available  to  a  taxpayer  is  the  payment  of  the  tax 
followed  by  a  refund  suit  in  a  district  court.^  However,  employment 
taxes  are  divisible  taxes,  i.e.,  they  are  predicated  upon  the  employment 
of  an  individual  for  a  quarter.  Therefore,  a  taxpayer  may  challenge  an 
assessment,  due  to  a  reclassification  of  workers  incident  to  an  audit  or 
otherwise,  by  paying  the  tax  for  one  worker  for  one  quarter,  and  then 
suing  for  a  refund  of  that  tax.^  Generally,  such  a  refund  suit  also  would 

^  Because  the  Tax  Court  lacks  jurisdiction  over  employment  taxes,  a  suit  cannot 
be  commenced  without  paving  the  tax. 
•  See,  e.g,,  Marvel  v.  U.S.,  548  F.2d  295  (10th  Cir.  1977). 


include  a  claim  for  an  abatement  of  the  unpaid,  but  previously  assessed, 
taxes.  In  practice,  the  Service  ordinarily  then  will  counterclaim  for  the 
balance  of  the  assessment. 

This  procedure  allows  a  resolution  of  the  employment  status  issues 
without  necessitating  that  the  full  amount  of  the  assessment  be  paid 
prior  to  litigation.  However,  many  taxpayers  have  found  such  litiga- 
tion an  unsatisfactory  method  of  resolving  employment  tax  disputes. 
This  results  in  part  from  the  costs  and  time  involved  in  both  the  judi- 
cial and  administrative  phases  of  the  resolution  of  the  issue.  In  addi- 
tion, some  taxpayers  point  to  the  fact  that  there  is  no  assurance  that 
the  Service  will  refrain  from  levying  on  the  taxpayer's  property  dur- 
ing the  pendency  of  the  litigation,^  and  to  the  fact  that  the  litigation 
itself  creates  a  contingent  liability  which  ordinarily  must  be  noted 
for  financial  statement  purposes. 


^  In  partial  payment  litigation,  the  Service  is  not  precluded  by  section  6213 
from  levying  against  a  taxpayer's  property.  However,  in  most  situations  there  is 
little  likelihood  of  a'  unilateral  seizure  by  the  Service  in  the  absence  of  circum- 
stances which  might  jeopardize  the  availability  of  the  taxpayer's  funds  subse- 
quent to  the  litigation.  See  Marvel  v.  U.S.,  548  F.2d  259  .39  AFTR2d  679,  680  n.  1 
(10th  Cir.  1977)  ;  Internal  Revenue  Manual,  Supp.  5547. 


C.  Legislative  Action 

1.  Original  legislation  and  interpretation 

Although  Congress  specifically  has  classified  certain  occupational 
categories  of  individuals  as  either  employees  (sec.  3121(d)  (3))  or  in- 
dependent contractors,  it  generally  has  maintained  the  use  of  tlie 
common  law  control  test  for  determining  employment  status. 

The  original  employment  tax  provisions,  which  were  contained  in 
the  Social  Security  Act  of  1935,  defined  the  term  "employee"  to  in- 
clude a  corporate  officer.  The  Treasury  Eegulations  promulgated  in 
1936  mider  this  Act  defined  the  term  "employee"  in  the  same  manner 
as  it  is  defined  in  the  present  regulations  pertaining  to  the  common 
law  test. 

In  1939,  the  Social  Security  Board  proposed  to  expand  the  defini- 
tion of  the  term  "employee"  to  include  "more  of  the  persons  who 
furnish  primarily  personal  services,"  such  as  various  salespersons.^ 
The  Board  explained  that  these  individuals  were  "for  all  practical 
purposes  employees,"  notwithstanding  the  fact  that  they  might  be 
classified  otherwise  under  common  law.  In  H.R.  6635,  the  House 
of  Representatives  adopted  this  definition  both  for  Social  Security 
benefit  purposes  and  for  FICA  tax  purposes.^  However,  it  rejected 
it  for  FUTA  purposes.  Thus,  the  House  would  have  based  the  classi- 
fication of  an  individual  "as  an  employee"  on  the  "economic  reality" 
and  the  appearance  of  the  relationship  between  an  individual  and  a 
business. 

The  House  definition  contained  in  H.R.  6635,  however,  was  rejected 
hj  the  Senate,^  which  believed  it  to  be  "inexpedient  to  change  the 
existing  law  which  limits  coverage  to  employees."  The  Senate  ver- 
sion of  the  bill  was  adopted  in  conference,*  and  thus,  the  original 
definition  remains  in  present  law. 

The  original  income  tax  withholding  provisions,  which  were  en- 
acted as  part  of  the  Current  Tax  Payment  Act  of  1943,  adopted  a 
definition  of  "employee"  which  was  virtually  identical  to  the  present 
definition  in  section  3401(c)  of  the  Code.  This  definition  was  based 
on  the  Victory  Tax  withholding  provisions,  which  had  been  added  to 
the  Internal  Revenue  Code  of  1939  by  section  172  of  the  Revenue  Act 
of  1942.  The  Victory  Tax  and  the  Current  Tax  Payment  Act  em- 
bodied the  Congressional  decision  that  the  principal  test  for  the  de- 
teiTnination  of  employment  status  should  be  the  common  law  master- 

^  Hearings  before  the  House  Committee  on  Ways  &  Means  Relative  to  the 
Social  Security  Act  Amendments  of  1939,  76th  Cong.,  1st  Sess.  8,  11,  61-62,  64 
(1939). 

=  H.R.  6635,  70th  Cong..  1st  Ress.  sees.  606,  801  (1939)  ;  H.R.  Rep.  No.  728. 
76th  Cong..  1st  Sess.  61-62.  76-77  (1939). 

'H.R.  663.5.  7fith  Cong..  1st  Sess.  sees.  606,  801  (1939).  S.  Rep.  No.  734,  76th 
Cong..  1st  Sess.  75,  88  (1939). 

*H.R.  Rep.  No.  1461,  76th  Cong.,  1st  Sess.  14,  IS  (1939). 
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servant  relationship.  Under  this  test,  a  common  law  employer-em- 
ployee relationship  was  to  exist  if  the  person  for  whom  the  services 
were  to  be  performed  had  the  right  to  exercise  control  over  the  result 
desired  to  be  accomplished,  as  well  as  the  manner  in  which  it  was 
effectuated.  Thus,  both  the  Victory  Tax  and  the  Current  Tax  Pay- 
ment Act  excluded  from  the  definition  of  an  employee,  individuals 
who  would  not  be  classified  as  such  under  the  common  law  concept  of 
master  and  servant.  This  decision,  in  turn,  was  embodied  in  the 
Treasui-y  Eegulations  issued  under  these  Acts.  Those  regulations  are 
essentially  identical  to  the  present  employment  tax  regulations. 

In  1947,  the  Supreme  Court  decided  several  cases  in  which  it  ap- 
plied an  "economic  reality"  test  in  the  determination  of  the  employ- 
ment tax  status  of  certain  individuals."  Following  these  decisions,  the 
Treasury  Department  issued  proposed  regulations  which  would  have 
replaced  the  common  law  control  test  for  the  determination  of  whether 
an  individual  is  an  "employee"  for  FICA  and  FUTA  purposes  with  an 
"economic  reality"  test.*'  Under  the  proposed  regulations,  the  exist- 
ence and  degree  of  the  right  of  control  over  the  performance  of 
services  by  an  individual  would  have  been  one  of  six  factors  to  be 
used  for  the  determination  of  an  individual's  employment  status. 
The  crux  of  the  test  in  the  proposed  regulations  would  have  been  an 
individual's  economic  dependence  upon  the  business  in  connection 
with  which  services  were  rendered. 

In  response  to  the  1947  Supreme  Court  decisions,  and  the  proposed 
Treasury  Regulations,  the  Congress  passed  the  "Gearhart"  Resolution 
of  1948.''  This  resolution  expressed  the  Congressional  intent  that  the 
term  "employee"  should  continue  to  be  defined  for  FICA  and  FUTA 
purposes  with  regard  to  the  status  quo,  and  not  pursuant  to  an 
"economic  reality"  test.  Thus,  under  the  "Gearhart"  Resolution,  Con- 
gress expressed  its  intent  to  exclude  from  the  definition  of  "employee" 
any  individual  who  occupied  the  status  of  an  independent  contractor 
under  the  common  law  regulations  and  to  exclude  any  individual  who 
was  not  an  "employee"  under  those  regulations  from  the  term  "em- 
ployee for  FICA  and  FUTA  purposes."  The  Gearhart  Resolution 
was  passed  over  President  Truman's  veto. 

The  House  Report  accompanying  the  Gearhart  Resolution  rejected 
the  "economic  reality"  test  of  the  Supreme  Court's  decisions,  but  the 
Senate  Report  reconciled  the  rationale  of  those  decisions  with  the 
common  law  regulations.  The  Senate  report  explained  that  the  "eco- 
nomic reality"  factors  applied  by  the  Court  were  relevant  to  the 
common  law  test  because  they  were  interwoven  with  the  "end-point 
determination  of  whether . . .  common  law  control"  existed. 

2.  Tax  Reform  Act  of  1976 

The  House  and  Senate  conferees  on  the  Tax  Reform  Act  of  1976 
included  in  the  Statement  of  Managers  a  request  that  until  the  com- 
pletion of  a  study  by  the  staff  of  the  Joint  Committee  on  Taxation 
on  the  problems  of  classifying  persons  as  employees  or  independent 


^  See  U.S.  V.  Silk,  331  U.S.  704  (1947)  ;  Harrison  v.  Grey  van  Lines  Inc.,  331 
U.S.  704  (1947)  :  Bortels  v.  Birmingham,  332  U.S.  126  (1947). 
'12  F.R.  7966-7969  (1947). 
'  P.L.  No.  80-642.  H.J.  Res.  296,  80th  Cong.,  2d  Sess.  (1948). 


36-931—79- 


12 

contractors,^  tlie  Internal  Revenue  Service  "not  apply  any  changed 
position  or  any  newly  stated  position  in  this  general  subject  area  to 
past,  as  opposed  to  future  taxable  years."  The  Joint  Committee  on 
Taxation  had  previously  asked  the  General  Accounting  OiRce  (GAO) 
to  examine  the  Internal  Revenue  Service's  administration  of  employ- 
ment taxes,  including  the  classification  of  individuals  as  either  self- 
employed  individuals  or  as  employees. 

3.  Report  by  the  General  Accounting  Office 

The  GAO  report  ^  indicated  that  the  principal  problem  with  regard 
to  the  classification  of  individuals  for  emplovment  tax  purposes  is  the 
uncertainty  in  the  interpretation  and  application  of  the  governing 
common  law  rules.  In  its  report,  the  GAO  noted  that  this  uncertainty 
has  created  difficulty  for  individuals,  employers,  tax  practitioners, 
and  tax  administrators.  After  surveying  a  broad  range  of  industries 
and  workers,  the  GAO  concluded  that  uncertainty  and  controversies 
most  frequently  arise  in  cases  in  which  an  individual  operates  a  busi- 
ness which  is  separate  from,  or  subordinate  to,  another  business  which 
the  Internal  Revenue  Service  may  consider  to  be  the  individual's 
employer. 

The  GAO  did  not  believe  such  a  relationship  should  always  be 
considered  one  of  employer-emplovee  but  should  in  some  cases  be  [ 
treated  as  a  self-employment  situation  invohdng  an  independent  con- 
tractor. The  GAO  report  includes  both  legislative  and  administrative 
recommendations  for  establishing  specific  criteria  for  classification 
purposes  and  for  instituting  procedures  for  alleviating  possible  double 
taxation  in  reclassification  cases. 

Classification  proposal 

The  GAO  specifically  recommended  that  the  Congress  amend  sec- 
tion 3121  of  the  Code  to  exclude  the  owner  of  a  separate  business  en- 
tity from  the  common  law  definition  of  employee  in  those  instances 
where  he  or  she  meets  all  the  following  requirements: 

(1)  has  a  separate  set  of  books  and  records  which  reflect  items 
of  income  and  expenses  of  the  trade  or  business ; 

(2)  has  the  risk  of  suffering  a  loss  and  the  opportunity  of 
making  a  profit ; 

(3)  has  a  principal  place  of  business  other  than  at  a  place  of 
business  furnished  by  the  persons  for  whom  lie  or  she  performs 
or  furnishes  services ;  and 

(4)  holds  himself  or  herself  out  in  his  or  her  own  name  as 
self-employed  ancl/or  makes  his  or  her  services  generally  avail- 
able to  the  public. 

The  GAO  noted  that  in  some  situations  a  worker  may  meet  some, 
but  not  all,  of  the  four  criteria  and  still  have  a  valid  basis  for  being 
classified  as  self-employed.  In  such  circumstances,  the  GAO  believes 
that  some  type  of  common  law  criteria  should  be  applied,  but  only 
if  there  is  evidence  that  the  worker  is  a  self-employed  indiA'idual.  To 
deal  with  such  cases,  the  GAO  recommended  that  the  Congress  amend 

'H.R.  Rep.  No.  94-1.^1.5.  04th  Con?..  2cl  ses."?.  489  (1976). 

*  Report  of  the  Comptroller  General  to  the  .Joint  Committee  on  Taxation,  "Tax 
Treatment  of  Employees  and  Self-Employed  Persons  by  the  Internal  Revenue 
Service:  Problems  and   Solutions,"  GGD-77-SS,  November  21,  1977. 
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section  3121  of  the  Code  to  require  that  separate  business  entities  meet 
three  of  the  four  criteria  before  using  common  law  criteria  to  determine 
employment  status.  The  GAO  recommended  that  workers  be  con- 
sidered employees  if  they  cannot  meet  at  least  three  of  the  proposed 
criteria. 

Limitation  on  reclassifications 

The  GAO  further  recommended  that  the  Code  be  amended  to  pro- 
hibit the  IRS  from  retroactively  reclassifying  workers  as  employees, 
except  in  cases  involving  fraud,  where  a  business:  (1)  obtained  annu- 
ally from  the  persons  whom  the  business  classified  as  self-employed 
signed  certificates  stating  that  these  persons  meet  all  four  of  the  sepa- 
rate business  entity  criteria,  described  above;  and  (2)  annually  pro- 
vided the  IRS  the  name  and  the  employer  identification  or  social 
security  number  of  all  such  certificate  signers.  The  GAO  further  pro- 
posed that  the  certificate  should  be  signed  by  the  contractor  under 
penalty  of  perjury,  in  a  form  approved  by  the  Secretary  of  the 
Treasury. 

In  order  to  alleviate  the  problem  of  double  collection  of  social  se- 
curity taxes  on  th&  same  income,  the  GAO  recommended  that  the 
Congress  amend  section  6521  of  the  Code  to  authorize  the  IRS  to 
reduce  the  employees'  portion  of  FICA  taxes  assessed  against  em- 
ployers by  an  appropriate  portion  of  the  self-employment  taxes 
(bECA)  paid  by  reclassified  workers  for  the  open  statute  years. 
4.  Revenue  Act  of  1978:  Interim  relief 

The  Revenue  Act  of  1978 1"  provides  interim  relief  for  tax- 
payers who  are  involved  in  employment  tax  status  controversies  with 
the  Internal  Revenue  Service,  and  who  potentiallv  face  large  assess- 
ments, as  a  result  of  the  Service's  proposed  reclassifications  of  workers, 
until_1980  to  give  the  Congress  adequate  time  to  resolve  the  many  com- 
plex issues  involved  in  this  area. 

General 

The  Revenue  Act  of  1978  provides  an  interim  solution  for  contro- 
versies between  the  Internal  Revenue  Service  and  taxpayers  involvintr 
whether  certain  individuals  are  employees  b}^ —  "  * 

(1)  terminating  certain  employment  tax  liabilities  for  periods 
ending  before  Januan^  1, 1979, 

^  (2 )  allowing  taxpayers,  who  had  a  reasonable  basis  for  not  treat- 
ing workers  as  employees  in  the  past,  to  continue  such  treatment 
tor  periods  ending  before  January  1,  1980,  while  th^  Congress 
works  on  a  comprehensive  solution,  without  incurring  employ- 
ment tax  liabilities,  and 

(3)  prohibiting  the  issuance  of  Treasury  regulations  and  Rev- 
enue Rulings  on  common  law  employment  status  before  1980. 

Termination  of  certain  pre-1979  employment  tax  liability 

Tile  Act^  provides  relief  from  employment  tax  liability  to  certain 

taxpayers  involved  in  employment  tax'  status  controversies  with  the 

"  P.L.  95-600,  H.R.  13511,  sec.  530.  This  matter  was  also  the  siibiect  of  a  similar, 
separately  reported  bill  in  the  95th  Congress.  H.R.  14159,  which  was  reported  by 
the  House  Ways  and  Means  Committee  (H.R.  Rep.  95-1748,  Oct  JO  1978)  The 
rrovisions  adopted  in  the  Revenue  Act  of  1978  were  based  on  a  Senate  amend- 
ment, which  followed  S.  3007,  a  Senate  bill,  as  well  as  H.R.  14159. 
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Internal  Revenue  Service  as  a  result  of  tlie  Service's  proposed  reclassi-  i 
fications  of  workers,  whom  taxpayers  have  considered  as  having  inde- 1 
pendent  contractor  status  or  some  other  status  (e.g.,  customer),  as  | 
employees.  For  purposes  of  determining  such  taxpayers'  employment 
tax  liabilities,  the  Act  provides  that  workers  shall  be  deemed  not  to  be  | 
the  taxpayers'  employees,  unless  the  taxpayers  had  no  reasonable  basis. 
for  not  treating  the  workers  as  employees.  _  i 

Liabilities  terminated  under  the  Act  are  those  for  Federal  income  I 
tax    withholding.    Social    Security     (FICA),    and    unemployment 
(FUTA)  taxes  for  any  period  ending  before  January  1,  1979,  during 
which  the  taxpayers  did  not  treat  the  workers  as  employees.  | 

It  is  not  necessary  that  a  taxpayer  have  treated  workers  other  than 
as  employees  for  all  pre-1979  periods  in  order  to  qualify  for  relief.  A  ! 
taxpayer  who  treated  workers  as  employees  for  some  pre-1979  periods,  : 
may  obtain  relief  for  other  pre-1979  periods  when  they  were  treated  j 
other  than  as  employees,  provided  there  was  a  reasonable  basis  for! 
such  treatment.  (However,  an  anti-abuse  rale,  discussed  later,  denies 
relief  for  periods  during  1979,  if  the  taxpayers'  treatment  of ' 
workers  other  than  as  employees  is  inconsistent  with  the  treatment  of, 
such  workers  for  any  period  beginning  after  December  31,  1977.) 

Generally,  the  Act  terminates  pre-1979  employment  tax  liabilities  of  j 
taxpayers  who  had  a  reasonable  basis  for  treating  workers  other  thani 
as  employees.  The  Congress  intended  that  this  reasonable  basis  require- 
ment be  construed  liberally  in  favor  of  taxpayers.  In  addition,  the  j 
Act  establishes  several  alternative  statutory  standards  which  consti- 
tute "safe  havens,"  and  thus,  when  met,  qualify  a  taxpayer  for  the  \ 
teraiination  of  employment  tax  liability. 

The  first  statutorj^  reasonable  basis  standard  is  met  if  a  taxpayer's 
treatment  of  an  individual  as  not  being  an  employee  for  a  period  was 
due  to  reasonable  reliance  on  judicial  precedent,  published  rulings, 
technical  advice  with  respect  to  the  taxpayer,  or  a  private  ruling,  for 
example,  a  "letter  ruling,"  or  a  "determination  letter,"  issued  to  the 
taxpayer.  Under  this  test,  the  precedent  or  published  ruling  upon 
which  a  taxpayer  reasonably  relied  does  not  have  to  relate,  necessarily, 
to  the  particular  industry  or  business  in  which  the  taxpayer  is 
engaged. 

Under  the  second  statutory  "safe  haven"  standard,  a  taxpayer  is 
treated  as  satisfying  the  reasonable  basis  test  for  the  treatment  of  an 
individual  as  other  than  an  employee  for  employment  tax  purposes,  by 
showing  reasonable  reliance  on  a  past  Intei-nal  Revenue  Service  audit 
of  the  taxpayer.  Such  an  audit  need  not  have  been  for  employment 
tax  purposes.  However,  a  prior  audit  would  qualify  as  a  "safe  haven'^ 
basis  for  a  taxpayer's  reliance  only  if  the  audit  entailed  no  assessment 
attributable  to  the  taxpayer's  treatment  (for  employment  tax  pur- 
poses) of  individuals  holding  positions  substantially  similar  to  the 
position  held  by  the  individual  whose  treatment  is  at  issue.  However, 
a  taxpayer  does  not  meet  this  second  test  if  in  the  conduct  of  a  prior 
audit  an  assessment  attributable  to  the  taxpayer's  treatment  of  an 
individual  was  offset  by  other  claims  asserted  by  the  taxpayer. 

The  third  statutory  method  for  a  taxpayer  to  establish  a  reasonable 
basis  for  the  treatment  of  an  individual  as  other  than  an  emploj'ee  is  to 
show  that  such  treatment  coincided  with  a  long-standing,  recognized 
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I3ractice  of  a  significant  segment  of  the  industry  in  which  the  individ- 
ual whose  status  is  at  issue  was  engaged.  This  test  does  not  require 
that  a  practice  be  uniform  throughout  an  entire  industry. 

The  three  statutory  methods  for  fulfilling  the  requirement  that  a 
taxpayer  had  a  reasonable  basis  for  the  treatment  of  an  individual  as 
other  than  an  emploj'ee  are  not  the  exclusive  ways  of  meeting  the  Act's 
reasonable  basis  requirement.  A  taxpayer  who  can  demonstrate  a 
reasonable  basis  for  the  treatment  of  an  individual  in  some  other  man- 
ner also  is  entitled  to  termination  of  employment  tax  liabilities. 

Termination  of  employment  tax  liabilities  under  the  Act  is  made 
available  to  taxpaj'ers  who  are  under  audit  by  the  Internal  Revenue 
Service  or  who  are  involved  in  administrative  or  judicial  proceedings 
with  respect  to  assessments  based  on  employment  status  reclassifica- 
tions. Relief  also  is  extended  to  any  claim  for  a  refund  or  for  a  credit 
of  any  overpayment  of  an  employment  tax  resulting  from  the  pro- 
posal's termination  of  liability,  provided  the  claim  is  not  barred  on 
the  Act's  date  of  enactment  by  any  law  or  rule  of  law. 

Taxpayers  who  ha^^e  entered  into  final  closing  agreements  under 
section  7121  or  compromises  under  section  7122  with  respect  to  em- 
])loyment  status  controversies  are  ineligible  for  relief  under  the  Act, 
unless  they  have  not  completely  paid  their  liability.  Thus,  for  exam- 
ple, a  taxpayer  who  has  agreed  to  or  compromised  a  liability  for  an 
amount  which  is  to  be  paid  in  installments,  but  who  still  has  one  or 
more  installments  to  pay,  is  relieved  of  liability  for  such  outstanding 
installments.  Taxpayers  who  settled  employment  status  controversies 
administratively  with  the  Internal  Revenue  Service  or  who  unsuccess- 
fully litigated  such  cases  are  eligible  for  relief,  provided  their  claims 
are  not  barred  by  the  statute  of  limitations  or  by  the  application  of 
the  doctrine  of  res  jiidlcafa.  However,  an  unsuccessful  litigant  in  an 
employment  status  case,  who  fulfills  the  Act's  requirements,  can  avoid 
collection  of  any  unpaid  employment  tax  liabilities,  regardless  of  the 
doctrine  of  res  judicata. 

Eligibility  for  relief  for  pre-1979  periods  is  to  be  determined  inde- 
pendently of  a  taxpayer's  eligibility  for  relief  for  any  periods  in  1979. 
With  respect  to  pre-1979  periods,  there  is  no  requirement  that  the 
taxpayer  have  filed  all  Federal  tax  returns  (including  information  re- 
turns) ,  required  to  be  filed  with  respect  to  an  individual  whose  status 
is  at  issue,  on  a  basis  consistent  with  the  taxpaj^er's  treatment  of  such 
individual  as  not  being  an  employee. 

Employment  tax  liability  for  1979 

Until  the  Congiess  enacts  legislation  clarifying  the  employment 
tax  status  of  individuals,  taxpayers  will  remain  uncertain  about  the 
proper  treatment  of  many  workers.  Therefore,  the  Act  allows  tax- 
payers to  continue  to  treat  workers  as  other  than  em]:)loyees  through 
1979,  unless  the  taxpayers  have  no  reasonable  basis  for  not  treating 
the  workers  as  employees.  However,  in  order  to  qualify  for  relief  for 
1979,  the  Act  also  provides  that  taxpayers  must  file  all  Federal  tax 
returns  (including  information  returns)  required  to  be  filed  for  peri- 
ods after  December  31,  1978,  with  respect  to  workers  whose  status  is 
at  issue,  on  a  basis  consistent  with  the  taxpayers'  treatment  of  the 
workers  other  than  as  employees.  Thus,  the  Act  prospectively  relieves 
taxpayers  of  liabilities  which  they  might  incur  during  1979.  The  Con- 
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gress  intends  to  work  on  formulating  comprehensive  legislation  on  ;, 
the  employment  tax  status  controversy  during  this  period.  j 

Except  for  the  filing  requirement,  taxjDayers'  eligibility  for  tliei 
prospective  relief  from  1979  liabilities  is  determined  under  the'l 
same  tests  and  the  same  liberal  interpretations  of  the  tests  which  J 
detennine  eligibility  for  pre-1979  relief.  '| 

It  is  expected  that  legislation  developed  during  1979  to  clarify  the'] 
employment  tax  status  of  individuals  would  become  effective  on  the 
earlier  of  January  1,  1980,  or  the  date  of  enactment,  and  would  re- 
place present  law  for  all  periods  thereafter. 

Anti-abuse  provision 

To  prevent  taxpayers  from  changing  the  way  they  treat  workers 
for  employment  tax  purposes  solely  to  take  advantage  of  the  relief 
provisions,  the  Act  denies  relief  in  such  circumstances.  The  Act  pro- 
hibits the  termination  of  any  potential  employment  tax  liability  with 
respect  to  the  treatment  of  any  individual  for  employment  tax  pur- 
poses for  any  period  ending  after  December  31,  1978,  and  before 
January  1,  1980,  if  the  taxpayer  (or  a  predecessor)  has  treated  an 
individual  holding  a  substantially  similiar  position  as  an  employee  for  i^! 
any  period  beginning  after  December  31,  1977.  The  application  of  i 
this  provision  to  taxpayers  and  their  predecessors  is  intended  tofll 
prevent  avoidance  of  this  rule,  for  example,  by  reincorporations.  '; 

Refunds  or  credits  of  overpayments  " 

The  Act  allows  taxpayers  at  least  a  one-year  period  for  filing  claims  ! 
for  refunds  or  credits  attributable  to  the  relief  provided  in  the  Act.  \ 
If  a  taxpayer's  claim  for  refund  or  credit  is  not  barred  on  the  Act's  ; 
date  of  enactment  by  any  law  or  rule  of  law,  the  taxpayer  has.: 
at  least  until  November  6, 1979,  that  is,  the  date  one  year  after  the  Act's 
date  of  enactment,  for  filing  a  claim.  If  the  taxpayer  is  entitled  to  a 
longer  period  under  the  general  statute  of  limitations  for  filing  such  . 
claims,  the  longer  period  applies. 

Generally,  taxpayers  should  file  refund  or  credit  claims  asserting 
grounds  for  relief  under  the  Act  with  the  Internal  Revenue  Service.  - 
If  the  taxpayer  already  has  an  open  claim  filed  with  the  Service,  or 
is  involved  in  litigation  over  such  a  claim  with  the  Department  of 
Justice,  the  original  claim  will  qualify  as  a  claim  for  relief  under  this 
provision,  provided  the  taxpayer  notifies  either  the  Service  or  the 
Department  of  Justice,  whichever  is  appropriate,  within  the  pro])er  ■ 
time  period,  of  the  taxpayer's  basis  for  relying  on  the  Act  for  relief. 

Penalties  and  interest 

If  a  taxpayer  is  relieved  of  liability  for  any  tax  under  the  provi- 
sion contained  in  the  Revenue  Act.  any  liability  for  interest  or  penal- 
ties attributable  to  such  tax  liability  is  forgiven  automatically.  This 
relief  applies  to  all  such  interest  and  penalties  for  both  pre-1979  and 
1979  liabilities,  whether  charged  directly  against  the  taxpayer  or  per- 
sonally against  the  taxpayer's  officers. 

Workers'  status,  liabilities  and  rights 

The  Act  does  not  change  in  any  Avay  tlie  status,  liabilities  and  riglifs 
of  an  individual  whose  employment  status  is  at  issue. 


1/ 

Prohibition  against  IRS  Revenue  Rulings  and  Regulations 

The  Act  also  prohibits  the  Department  of  the  Treasury  (including 
the  Internal  Revenue  Service)  from  publishing  any  regulation  or 
Revenue  Ruling  classifying  individuals  for  purposes  of  employment 
taxes  under  interpretations  of  the  common  law.  This  prohibition  be- 
came effective  November  6, 1978  the  date  of  enactment  of  the  Act,  and 
remains  in  effect  until  January  1,  1980,  or,  if  earlier,  the  effective  date 
of  any  law  subsequently  enacted  to  clarify  the  employment  status  of 
individuals  for  purposes  of  employment  taxes. 

The  prohibition  applies  to  Revenue  Rulings  having  precedential 
status  but  does  not  apply  to  the  issuance  of  private  letter  rulings 
I'equested  by  taxpayers.  The  prohibition  does  not  extend  to 
regulations  or  Revenue  Rulings  based  on  statutory  provisions  dealing 
with  the  employment  tax  status  of  particular  workers,  such  as  certain 
fishermen,  which  do  not  involve  the  application  of  common  law  stand- 
ards; nor  does  the  prohibition  apply  to  the  determination  of  matters 
such  as  effective  dates,  which  cIo  not  entail  issues  of  common  law 
employment  status  for  purposes  of  employment  taxes. 

This  provision  was  effective  upon  enactment  (November  6,  1978). 


II.  ANALYSIS 
A.  General 

The  controversies  over  the  proper  classification  of  workers  for  em- 
ployment tax  purposes  involve  at  least  three  parties :  the  taxpayers 
who  pay  workers  for  their  services;  the  individual  workers  who 
perform  the  services ;  and  the  tax  administrators  who  review  the  tax- 
payers' classification  of  workers.  Each  of  these  parties  has  a  significant 
interest  in  establishing  correct  classifications  because  the  classifica- 
tions affect  their  respective  responsibilities  and  liabilities.  Moreover, 
the  concerns  of  these  parties  may  not  only  vary,  but  even  may  conflict. 
If  the  interpretation  of  the  present  law  governing  employment  status 
is  to  be  clarified  or  if  new  rules  and  standards  are  to  be  adopted, 
these  varied  and  conflicting  concerns  must  be  evaluated,  and  where 
possible,  reconciled. 

(19) 
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B.  Taxpayers-Payors 

Taxpayers  who  pav  others  for  providing  services  are  required  to 
determine  whether  their  relationship  with  these  workers  is  a  common 
hxw  employer-employee  relationship,  whether  the  workers  are  inde- 
pendent contractors,  or  whether  the  relationship  is  determined 
by  a  specific  statutory  classification.  Because  the  taxpayers'  responsi- 
bilities and  liabilities  vary  according  to  the  relationship,  it  is  im- 
portant that  the  classification  be  determined  accurately.  For  the  tax- 
payer, therefore,  ease  and  certainty  in  making  a  correct  classification 
are  vital. 

For  some  taxpayers,  the  difference  in  the  tax  burdens  borne  bv  em- 
ployers and  bv  persons  who  deal  with  independent  contractors  is  so 
important  that  they  will  attempt  to  structure  their  relationships  with 
workers  to  fit  the  requirements  of  the  preferred  classification.  In  some 
cases  where  adjustments  to  relationships'  structures  are  possible,  tax- 
payers have  treated  workers  as  independent  contractors  m  order  to 
avoid  social  security  (FICA)  and  unemployment  (FUTA)  taxes  and 
the  administrative  costs  of  withholding  workers'  Federal  income 
taxes.  Completing  and  filing  information  returns  required  under  pres- 
ent law  with  respect  to  compensation  paid  to  workers  entails  only 
administrative  costs. 

Generally,  the  cost  of  complying  with  information  return  report- 
ing with  respect  to  compensation  payments  is  minor  because  all  tax- 
payers, in  anv  event,  must  maintain  adequate  records  of  all  payments 
which  potentiallv  are  subject  to  such  reporting.  These  records  must 
be  maintained  both  to  substantiate  the  payments  for  tax  and  account- 
ing purposes  generally,  and  to  determine  what  cumulative  annual 
payments  have  to  be  reported  on  information  returns.  Thus,  the  in- 
cremental compliance  cost  of  completing  and  filing  information  re- 
turns ordinarily  is  low. 

If  the  dollar  amount  of  the  payments  which  are  subject  to  mtormn- 
tion  reporting  were  to  be  reduced,  e.g.^  from  $600  to  $300,  the  overall 
compliance  cost,  of  course,  would  increase.  Similarly,  compliance  costs 
would  rise  if  payors  were  required  to  furnish  copies  of  information 
returns  to  recipients  of  payments  covered  by  the  returns.  The  addi- 
tional cost  involved  in  either  situation  would  consist  primarily  of 
miscellaneous  accounting  and  clerical  fees  incurred  in  sorting  and 
aggregating  pavments  made  during  the  year,  and  in  preparing;  and 
nmlino'  the  applicable  foi'ins  to  tlie  IRS  and  to  tl\e  payment  recipients. 
Some  types  of  information  reporting  requirements  may  involve 
bookkeeping  and  administration  significantly  more  difficult  and  ex- 
])ensive  than  the  minimal  recordkeeping  presently  required  of  many 
taxpayers,  particularly  those  with  small  businesses,  in  connection  with 
their  compensation  expenses.  Therefore,  the  imposition  of  new  record- 
keepinjr  or  filing  requirements  must  be  evaluated  carefully  both  for 
cost  ;nul  complexitv. 
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Without  clearly  established  rules  for  the  classification  of  workers  as 
employees  or  as  independent  contractors,  various  businesses  may 
be  placed  in  an  economically  disadvantageous  position  vis-a-vis  other 
similar  operations.  For  example,  assume  that  the  A  company  and  trie 
B  company  are  substantially  similar  enterprises,  and  that  A^s  workers 
are  treated  as  independent  contractors,  while  ^'s  workers  (who  per- 
form functions  identical  to  those  of  A^s  workers)  aj-e  treated  as  em- 
ployees. (This  difference  in  treatment  could  be  explained  either  in 
terms  of  each  business'  interpretation  of  the  common  law  test,  or  by 
virtue  of  a  reclassification  of  workers  by  the  Service  pursuant  to  an 
audit.)  In  such  an  instance,  the  B  company  muist  withhold  income  taxes 
from  its  workers'  compensation,  and  pay  an  emploj^er's  share  of  em- 
ployment taxes.  Moreover,  B  must  comply  with  the  various  obligations 
pertaining  to  recording  and  depositing  such  funds,  in  addition  to 
furnishing  each  employee  with  an  annual  statement  as  to  that  em- 
ployee's taxes.  On  the  other  hand,  the  A  company  simply  must  record 
the  amounts  paid  to  its  workers  in  such  a  manner  that  A  can  sub- 
stantiate the  payments  for  tax  purposes  generally,  and  determine 
whether  the  aggregate  annual  payments  to  any  worker  necessitates  the 
filing  of  information  returns.  Wliile  yl's  failure  to  satisfy  the  latter 
obligation  could  result  in  a  $1  penalty  per  covered  payment.  B's  fail- 
ure to  comply  with  its  obligations  could  result  in  substantial  penalties. 
Thus,  because  of  the  significantly  different  obligations  of  each  com- 
pany, A  might  have  a  competitive  advantage  over  B. 


C.  Individual  Workers 

For  the  individual  workers,  their  status  as  employees  or  as  inde- 
pendent contractors  determines  their  liability  for  contributions,  their 
eligibility  for  benefits  under  the  social  security  program  (FICA  or 
SEC  A)  and  their  eligibility  for  benefits  under  the  unemployment  com- 
pensation program  (FUTA).  Thei-efore,  it  is  important  that  their 
proper  treatment  for  employment  tax  purposes  be  determinable  with 
certainty.  j 

Because  Federal  income  tax  is  withheld  from  employees'  wages,  I 
preparation  of  their  annual  income  tax  returns  and  payment  of  any 
additional  liability  involves  relatively  little  recordkeeping  and  paper-  ' 
work,  except  for  employees  with  significant  income  in  addition  to  ; 
wages  or  with  many  or  large  itemized  deductions.  Independent  con-  i 
tractors,  as  well  as  certain  statutory  employees  (Code  sec.  3-101  (a)  (1)-  j 
(17)),  generally  bear  greater  recordkeeping  burdens  than  employees.  ' 
Independent  contractors  must  file  returns  and  pay  income  taxes  quar-  j 
terly  on  an  estimated  basis  because  their  compensation  is  not  subject 
to  Federal  income  tax  withholding.  | 

Under  present  law,  employees  are  liable  for  social  security  taxes  | 
(FICA)  at  lower  rates  than  the  rates  applicable  under  the  Self  Em- 
ployment Cont)-ibutions  Act  to  the  earnings  of  independent  contrac- 
tors. (Employers,  however,  also  are  liable  for  FICA  taxes  vrith  i-espect  i 
to  each  employee,  and,  in  addition,  are  subject  to  an  additional  tax  i 
with  respect  to  wages  paid  to  employees  under  the  Federal  ITnemploy-  j 
ment  Tax  Act.)  The  earnings  of  independent  contractors  and  statutor}'  ■] 
employees  (except  full-time  life  insurance  salesmen  and  certain  home 
workers)  are  not  subject  to  the  FUTA  tax;  but  such  individuals,  are 
also  ineligible  for  unemploj'ment  compensation. 
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D.  Tax  Administrators 

For  tax  administrators,  withholding  of  Federal  income  tax  and  the 
employee  share  of  FICA  taxes  from  compensation  paid  to  individuals 
provides  the  most  eflicient  and  effective  means  of  collection  of  tax 
liabilities.  Because  the  withholding  system  centralizes  in  employers  the 
responsibility  for  paying  over  taxes,  the  number  of  separate  payments 
received  each  pay  period  by  the  Treasury  is  vastly  reduced.  Tlie  Treas- 
ury must  process  fewer  separate  items,  making  the  collection  process 
far  less  expensive  than  it  would  be  if  all  individuals  paid  their  taxes 
directly  and  separately. 

Withholding  Federal  income  taxes  probably  contributes  signifi- 
cantly to  the  generally  high  rate  of  compliance  with  the  Federal  in- 
come tax  laws.  Wages  which  might  be  underreported  either  by  design 
or  inadvertence,  if  individuals  had  to  report  and  pay  taxes  separately 
and  directly,  are  more  likely  to  be  reported  fully  under  a  withholding 
s_ystem.  Although  the  actual  measure  of  greater  compliance  under  a 
vrithholding  system  compared  to  a  direct  payment  sj^stem  is  difficult  to 
determine,  the  compliance  benefits  of  a  withholding  system  appear 
probable. 

Withholding  also  may  contribute  to  taxpayers'  sense  of  fairness  in 
the  operation  of  the  re^'enue  lav^-s.  This  sense  is  an  essential  factor  in 
a  voluntary  payment  system.  The  greater  the  likelihood  that  every- 
one's income  is  disclosed  fully  to  the  Government,  the  less  reason 
there  is  for  any  feeling  of  inequity  to  develop  and  the  less  motiva- 
tion— and  opportunity— to  conceal  income. 

The  processing  of  quarterly  estimated  tax  returns  and  estimated 
tax  payments  required  of  independent  contractors  and  statutory  em- 
ployees entails  the  handling  of  many  small  returns,  each  involving 
comparatively  small  amounts  oi  money.  Administering  such  items  may 
produce  relatively  little  revenue  in  relation  to  the  expense  involved. 
However,  if  the  In.ternal  Revenue  Service  does  not  commit  sufficient 
resources  to  its  administration  of  these  returns,  taxpayers  who  are  self- 
employed  would  be  less  likely  to  be  subject  to  IRS  scrutiny  than  em- 
ployees and  more  likelj'  would  have  their  errors,  intentional  or  in- 
advertent, overlooked. 

Administration  of  the  social  security  system,  Avhich  is  funded  by 
FICA  and  SECA  taxes,  also  involves  less  expense  where  social  secu- 
rity taxes  are  withheld  and  paid  over  by  emplo^'ers  than  where  paid 
individually  by  workers.  The  probability  of  greater  compliance  in  a 
witliholding  S5^stem  also  exists  w^ith  respect  to  social  security  taxes, 
Plowever,  the  actual  measure  of  any  greater  rate  of  pi-esent  compliance 
Avith  FICA,  compared  to  SECA  taxes,  is  unclear  under  preh;ent  law, 
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III.  ALTERNATIVES 
A.  Present  Law 

Altliougli  paj'ors,  workers  and  adiiiiiiistrators  may  dilt'er  on  the  rel- 
ative importance  of  problems  with  the  common  law  rules  governing 
employment  status,  their  concerns  indicate  two  primary  issues:  cer- 
tainty and  compliance. 

1.  Uncertainty  of  classifications 

The  Internal  Revenue  Service  generally  relies  on  payors  to  make 
an  initial  determination  as  to  whether  their  workers  are  employees  or 
self-employed.  Subsequently,  the  lES  may  check  on  the  validity  of 
these  determinations  through  its  audit  program. 

With  cei-tain  specific  statutory  exceptions,  the  Internal  Revenue 
Code  defines  an  employee  as  "anv  indi\^idual  who,  under  the  usual 
common  law  rules  applicable  in  determining-  the  employer-employee 
relationship,  has  the  status  of  employee"  (Code  sec.  3121(d) ).  Under 
the  common  law  test,  if  a  i:>erson  engaginp:  the  services  of  another  has 
"the  rig-ht  to  control  and  direct  the  individual  v;ho  performs  the 
services,  not  only  as  to  the  result  to  l)e  accomplished  by  the  worl:,  but 
also  as  to  the  details  and  means  I)y  which  the  result  is  accomplislied," 
the  relationship  of  emplover  and  employee  o-enerallv  is  deemed  to 
exist  (Treas.  Reg.  §  31-3401  (c) -1  (b) ).  The  determining  factor  under 
the  common  law  test,  thus,  is  the  degree  of  control,  or  riqfht  of  control, 
whicli  the  em]5loyer  has  over  the  worker.  Therefore,  little  import.^nce 
may  be  attached  to  the  form  of  the  relationship.  Job  contracts,  sepa- 
rate bookkeeping,  and  separate  business  locations,  for  example,  mjay  be 
accorded  little  woip'ht  bv  the  TRS  in  deterniining  whetlier  an  individual 
is  an  employee  or  is  self-employed. 

Industry  representatives  and  other  affected  parties  have  expressed 
concern  over  the  use  of  the  common  law  criteria  for  defining  an 
"emplo7/ee."  Some  industries  with  hard-to-classify  occupations  have 
sought  Congressional  I'elief  from  IRS  positions  that  the  relation- 
ship between  workers  and  the  persons  ])aying  the  workers  foi-  their 
services  is  within  the  commoii  law  relationship  of  employer  and  em- 
])loyee.  IMany  of  these  industries  have  pointed  to  widespread  industrv 
practices  of  treating  certain  workers  as  independent  contractors,  and 
have  claimed  that  the  common  law  definitions,  as  administerpd  bv  the 
IRS.  are  unclear  and  inconsistently  applied.  Others  contend  that  in- 
equities occur  because  the  common  law  may  not  allow  independent 
contractor  status  for  sales  persons  or  distributors  who  sell  their  prod- 
ucts. Some  groups,  on  the  other  hand,  have  no  objection  to  the  common 
law  test  per  se,  but  only  dispute  the  way  the  common  law  is  interpreted 
l)y  the  IRS.      _  ■ 

In  determining  whether  the  necessary  degree  of  control  exists  in 
order  to  find  that  an  individual  has  commion  law  employee  status,  the 
courts  and  the  Internal  Revenue  Service  ordinarily  use  a  number  of 
inferential  factors.  Because  the  basic  issue  of  an  individual's  employ- 
ment status  is  a  factual  matter,  the  use  of  these  factors  requires  more 
than  a  n.iechanical  comparison  of  the  number  of  items  which  do,  or  do 
not,  iiidicate  the  presence  or  absence  of  an  employer-employee  relation- 
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ship.  Likewise,  no  single  factor  generally  is  dispositive  of  the  issue. 
Instead,  all  of  tlie  facts  of  a  particular  situation  must  be  evaluated  and 
weighed  in  light  of  the  presence  or  absence  of  the  various  pertinent 
characteristics.  The  decision  as  to  the  weight  to  be  accorded  to  any 
single  factor  necessarily  depends  upon  both  the  activity  under  con- 
sideration and  the  purpose  underlying  the  use  of  that  factor  as  an  ele- 
ment of  the  classification  decision.  Because  of  the  particular  attributes 
of  a  specific  occupation,  any  single  factor  may  be  inapplicable. 

The  twenty  common  law  factors^  used  to  determine  whether  an 
employer-employee  relationship  exists  are  directed  at  the  following 
questions : 

1.  Is  the  individual  providing:  services  required  to  comply  xnth 
instructions  concerning  when,  where,  and  liow  the  work  is  to  i)e 
done? 

2.  Is  the  individual  provided  with  training  to  enable  him  or  lier 
to  perform  a  job  in  a  particular  manner  or  method? 

3.  Are  the  sei'vices  performed  l)y  the  individual  integrated  into 
the  business'  operations  ? 

4.  Must  the  ser^dces  be  rendered  personally  ? 

5.  Does  the  business  hire,  supervise,  or  pay  assistants  to  lie)])  the 
individual  performing  ser^dces  under  contract  ? 

6.  Is  the  relationship  between  the  individual  and  tlie  person  for 
whom  he  or  she  perfonns  services  a  continuing  relationship? 

7.  Who  sets  the  hours  of  work? 

8.  Is  the  individual  required  to  devote  full  time  to  the  ]7er.-on  for 
whom  he  or  she  performs  services  ? 

9.  Does  the  individual  perform  work  on  another's  business 
pi-emises  ? 

10.  Yi}\o  directs  the  order  or  sequence  in  wliieh  the  worlc  must 
be  done  ? 

11.  Are  regular  and/or  written  i-eports  required  ? 

12.  What  is  the  metliod  of  payment — hourly,  weekly,  commis- 
sion, or  by  the  job  ? 

13.  Are  business  and/or  traveling  expenses  reimbursed? 

14.  Who  furnishes  tools  find  materials  necessary  for  the  ])ro- 
vision  of  services  ? 

15.  Does  the  individual  performing  services  have  a  significant 
investment  in  facilities  used  to  perform  seindces  ? 

16.  Can  the  individual  providing  sei'vices  realize  both,  a  ]:)rofit 
or  loss  ? 

17.  Can  the  individual  providing  services  work  for  a  number 
of  firms  at  the  same  time  ? 

18.  Does  the  individual  make  his  or  her  services  available  to 
the  general  public? 

19.  Is  tlip  individual  providing  services  subject  to  dismissal 
for  reasons  other  than  nonperformance  of  contract  specifications? 

20.  Can  the  individual  providing  services  terminate  his  or  her 
relationship  at  any  tim.e  without  incurring  a  liability  for  failure 
to  complete  a  job? 

The  applicatioji  of  the  common  law  factors  to  specific  work  rela- 
tionships often  is  open  to  broad  and  inconsistent  intei'pretation  because 

'The  twenty  comiuoii  law  fuclors  ;>vo  set  forth  in  tho  fnll(>\\iii<i-  Tiiteniiil 
Tlf venuo  Service  dornments :  Exhilnt  4fi40-l.  Intornnl  Revenue  jMnnual  84fi8  ai\(\ 
Chiipter  2.  '■p]mploytr-Employer>  Roliitionsliips."  'I'raininp;  3142-01    CRev.  .'-71). 
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not  all  of  the  factors  are  present  in  every  situation,  some  of  the  factors 
do  not  apply  to  certain  occupations,  and  the  factors  vary  as  to  appli- 
cability and  importance  in  different  situations.  Even  though  the  lES 
may  attempt  to  develop  all  of  the  relevant  facts  relating  to  a  partic- 
ular situation,  evaluating  the  weight  to  be  accorded  the  various  factors 
often  is  a  subjective  matter.  Thus,  employers  in  some  industries  cannot 
determine,  with  any  degree  of  certainty,  who  will  be  considered  an 
employee  until  they  obtain  an  IRS  ruling  or  until  the  IRS  has  con- 
ducted an  audit. 

2.  Noncompliance 

GAO,  IRS  and  Justice  Department  Surveys 

Tax  administrators  have  expressed  concern  about  the  increased 
possibility  of  noncompliance  with  the  employment  tax  laws  where  in- 
come, particularly  self -employment  earnings,  is  not  subject  to  with- 
holding at  its  source.  In  preparing  its  report  to  the  Joint  Committee, 
the  GAO  conducted  a  statistical  study  of  independent  contractors 
]-eclassified  by  the  Internal  Revenue  Service  as  employees,  and  found 
that  such  individuals  paid  up  to  91  percent  of  the  taxes  owed  by  them 
on  the  remuneration  received  by  them  for  their  services.  However, 
the  GAO  found  that  risks  with  respect  to  the  Social  Security  Trust 
Fund  may  be  more  significant.  On  the  basis  of  reviewing  126  audit 
case  files  of  82  persons,  the  GAO  found  that  16  percent  did  not  report 
all  their  self-employment  income  and  13  percent  of  the  self-employ- 
ment income  was  not  reported.  GAO  also  analyzed  the  tax  returns  of 
?)7  employees  from  5  of  the  '92  case  sampled.  Of  these  37  employees, 
just  24  (slightly  under  two-thirds)  paid  Social  Security  (SECA) 
tax  on  their  income  earned  while  considered  self-employed.  The  GAO 
study  was  confined  to  closed  cases  involving  abatements. 

In  an  attempt  to  get  a  broader  picture  of  compliance  in  this  area, 
the  IRS  conducted  a  study  of  its  own.  The  IRS  study  was  based  on 
a  different  sample  of  cases.  It  showed  that  independent  contractors 
reclassified  by  the  IRS  as  employees  reported  about  74  percent  of  the 
amounts  received  by  them  as  remuneration  for  services. 

The  Internal  Revenue  Service  believes  that,  even  on  the  basis  of 
the  GAO  study  alone,  the  risks  of  noncompliance,  particularly  with 
respect  to  the  Social  Security  Trust  Fund,  are  substantial.  However, 
the  Internal  Revenue  Service  is  not  confident  of  the  results  reported 
in  its  sample.  Therefore,  the  Service  currently  is  making  another  ef- 
fort to  obtain  better  data  about  compliance.^ 

The  Department  of  Justice  ^  believes  that  because  independent  con- 
tractors are  not  subject  to  withholding  there  is  substantial  nonreport- 
ing  of  self-employment  income.  On  the  basis  of  its  experience  over  the 
years  and  a  survey  of  its  trial  attorneys,  the  Department  of  Justice  be- 
lieves that  in  many  cases  50  percent  or  less  of  such  income  is  reported 
on  income  tax  returns. 


^Letter  of  Jerome  Kurtz,  Commissioner  of  Internal  Revenue,  to  Bernard  M. 
Shapiro,  Cliief  of  Staff,  Joint  Committee  on  Taxation,  January  15,  1979. 
_ /*  Letter  from  Kevin  D.  Rooney,  Assistant  Attorney  General  for  Administra- 
tion, United  States  Department  of  Justice,  to  Victor  L.  Lowe,  Director — ^General 
Government  Division,  United  States  General  Accounting  OflBce,  Report  of  the 
Comptroller  General  to  the  Joint  Committee  on  Taxation,  "Tax  Treatment  of 
Employees  and  Self -Employed  Persons  by  the  Internal  Revenue  Service:  Prob- 
lems and  Solutions,"  GGD-77-SS,  November  21,  1977,  p.  87. 
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The  Department  of  Justice  also  believes  that  the  problem  of  report-  ] 
ing  with  respect  to  self -employment  taxes  is  greater  than  with  respect  i 
to  reporting  for  income  taxes  generally.  Even  those  who  report  the  i 
compensation  as  income  often  fail  to  file  the  requisite  Schedule  ! 
C  (Profit  or  Loss  from  Business  or  Profession)  and  Schedule  SE  j 
(Computation  of  Social  Security  Self -Employment  Tax).  In  addition,  , 
the  fact  that  income  may  be  subject  to  SECxl  but  not  subject  to  income  \ 
tax  contributes  to  underreporting  for  SECA  purposes.  The  self-  i 
employment  tax  is  imposed  on  earnings  from  self -employment  of  $400  j 
or  more  per  year.  However,  individuals  having  such  earnings  may  j 
owe  no  income  taxes  and  may  not  be  required  to  file  an  income  tax  j 
return.  Therefore,  individuals  in  this  situation  may  not  file  the  required  | 
self-employment  tax  return.  In  such  cases,  individuals  who  are  not  1 
treated  as  employees  may  not,  overall,  make  the  same  contribution  to  j 
the  social  security  system  as  others  similarly  situated,  who  are  treated  j 
as  employees.  _        _  : 

The  Department  of  Justice  believes  that  the  substantial  difference  , 
in  cost  to  the  businessman  in  having  workers  classified  as  self-employed  ! 
rather  than  as  emploj^ees  contributes  to  conflicts  over  status  classi-  ' 
fications.  The  employer  share  of  PICA  taxes  and  the  FUTA  tax  con- 
stitute additional  expenses  not  borne  by  persons  who  deal  with  incle-  ' 
pendent  contractors. 

Effect  on  Social  Secu rity  System 

The  treatment  of  workers  as  self-employed  individuals  rather  than  j 
as  employees  can  have  various  effects  on  the  social  security  system  un-  : 
der  present  law  depending  upon  the  particular  facts  and  circumstances  ' 
involved  in  any  given  situation.  I 

If  a  worker  reports  his  or  her  earnings  as  self-employment  income,  i 
the  worker  will  receive  credit  for  the  earnings  for  social  security  bene-  ; 
fit  purposes.  In  this  situation,  the  self-employment  taxes  paid  into  the  ! 
general  fund  are  credited  to  the  social  security  trust  funds.  ■ 

If  a  worker  reports  his  or  her  earnings  as  self -employment  income  ; 
but  does  not  pay  self-employment  tax  with  respect  to  those  earnings,  ] 
he  or  she  still  receives  credit  for  the  earnings  for  social  security  benefit  i 
purposes.  In  this  situation,  the  Social  Security  Trust  Fund  is  credited  j 
for  the  amount  of  employment  taxes  due  on  the  earnings  and  the 
general  fund  loses  the  amount  of  the  unpaid  taxes. 

If  a  worker  fails  to  report  his  or  her  earnings  and  fails  to  paj^  self-  i 
employment  taxes,  he  or  she  will  not  receive  credit  for  earnings  for  * 
social  security  benefit  purposes.  HCowever,  self -employment  income  can  ij 
be  credited  to  the  social  security  earnings  record  for  benefit  purposes  ', 
if  the  earnings  for  a  year  are  reported  to  the  Internal  Revenue  Service  | 
within  three  years,  three  months,  and  15  days  from  the  close  of  the  ; 
year.  Self-employment  income  for  a  year  reported  after  that  time  limit  j 
cannot  be  credited  for  social  security  benefit  purposes. 

Finally,  if  a  self-employed  individual  is  reclassified  by  the  IRS  as 
an  employee,  the  wages  paid  the  employee  are  credited  for  social  se- 1 
curity  benefit  purposes.  The  employer's  and  employee's  share  of  the  { 
social  security  taxes  due  on  the  wages  is  assessed  against  the  employer  \ 
by  the  IRS.  In  this  situation,  the  wages  are  credited  and  amou7its 
equivalent  to  the  employer-employee  taxes  are  credited  to  the  trust 
funds  whether  or  not  the  taxes  are  collected. 


B.  GAO  Recommendations 

1.  Analysis  of  GAO  criteria 

The  GAO  concluded  that  a  majority  of  the  employee/self-emploved 
controversies  involve  situations  where  workers  operate  a  business  sepa- 
rate from  the  one  which  the  Internal  Revenue  Service  considers  to  be 
the  employer. 1  These  situations  may  include  those  in  which  individ- 
uals: (1)  provide,  and  are  paid  for,  an  end  product,  such  as  blue- 
prmts;  (2)  sell  a  supplier's  product  at  a  markup  over  cost;  (3)  in- 
stall, under  contract  or  subcontract,  a  product  such  as  carpeting  or 
air-conditioning  which  is  sold  by  another  business :  (4)  subcontract 
work  from  a  prime  contractor;  or  (5)  sell,  through  an  independent 
agency,  another  party's  product,  such  as  insurance,  on  a  con^mission 
basis.  The  GAO  does  not  believe  that  all  such  relationships  should  be 
considered  as  one  of  employer-employee,  but  rather  that  some  of  these 
should  be  excluded  from  the  common  law  definition. 

To  simplify  status  determinations  for  the  problem  situations  which 
it  identified,  the  GAO  outlined  a  general  statutory  approach  whicli 
might  serve  as  a  model  for  a  legislative  solution.  The  GAO  has  rec- 
ommended that  separate  business  entities  should  be  excluded  from' 
the  common  law  definition  of  employee.  The  GAO  believes  that  its^ 
legislative  proposal  would  eliminate  many  of  the  hardships,  inequities^ 
and  instances  of  general  confusion  in  the  employment  tax  area.  Under 
the  GAO  proposal,  the  owner  of  a  separate  business  entity  would  be 
excluded  from  the  common  law  definition  employee  if  he  or  she : 

(1)  has  a  separate  set  of  books  and  records  which  reflect  items 
of  income  and  expenses  of  the  trade  or  business; 

(2)  has  the  risk  of  suffering  a  loss  and  opportunity  of  making 

(3)  has  a  principal  place  of  business  other  than  at  a  place  of 
business  furnished  by  the  persons  for  whom  he  or  she  performs 
or  furnishes  services ;  and 

(4)  holds  himself  or  herself  out  in  his  or  her  own  name  as 
self-employed  and/or  makes  his  or  her  own  services  fi-enerallv 
available  to  the  public. 

Under  the  GAO  proposal,  an  employer-employee  relationship 
would  exist  if  an  individual  met  fewer  than  three  of  the  above 
criteria  If  an  individual  met  three  of  the  four  criteria,  the  common 
law  criteria  would  be  used  to  determine  employment  status  The  G  VO 
further  recommended  that,  absent  fraud,  the  Internal  Revenue  Serv- 
ice should  be  prevented  from  making  a  retroactive  employee  determi- 
nation if  the  business  annually  obtains  from  the  workers  it  classifies 
as  a  self-employed  signed  certificates  stating  that  they  meet  the  sepa- 

Trl?f''^''''i  ""i^i^  Comptroller  General  to  the  Joint  Committee  on  Taxation  "Tax 
Treatment  of  Employees  and  Self-Employed  Persons  by  the  Internal  ReVenS 
Service:  "Problems  and  Solutions,"  GGD-77-88,  November  21    1977  p   ^g"^^""® 
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Tate  business  entity  criteria  and  the  business  annually  provides  tlie 
lES  with  the  names  and  employer  identification  or  social  security 
numbers  of  all  certificate  signers. 

In  many  cases,  the  GAO  criteria  would  simplify  the  determination  ot 
whether  an  individual  is  an  employee  or  a  self-employed  person  be- 
cause an  initial  determination  would  be  based  upon  four  factors  rather 
than  20  factors.  For  some  individuals  it  would  never  be  necessary  to 
resort  to  the  common  law  test.  For  example,  if  an  individual  met  all 
four  factors,  he  or  she  automatically  would  be  classified  as  self- 
employed.  On  the  other  hand,  if  an  individual  met  only  two  or  fewer 
factors,  he  or  she  automatically  would  be  classified  as  an  employee. 
Only  where  an  individual  met  three  of  the  four  factors  would  it  be 
necessary  to  resort  to  the  common  law.  Thus,  to  the  extent  that  resort  to 
the  common  law  is  lessened,  the  GAO  proposal  could  lead  to  sweater 
certainty  and  simplicity.  However,  for  an  individual  who  must  be 
tested  under  the  common  law,  some  observers  have  suggested,  an  addi- 
tional, preliminary  layer  of  complexity  would  be  added  (that  is,  he  or 
she  first  must  meet  three  of  the  four  GAO  criteria). 

While  the  approach  and  effects  of  the  GAO  proposal  have  been 
£renerally  well  received,  it  has  been  noted  that  the  GAO  criteria  misfht 
create  some  new  problems.  However,  many  of  these  problems  could  be 
eliminated  or  minimized  by  perfecting  legislative  amendments.  For 
example,  taxpayers  might  try  to  meet  the  specified  criteria  by  chang- 
ing the  form  of  their  work  relationships  without  changina:  the  sub- 
staiice  of  these  relationships.  In  effect,  the  GAO  proposal  might  allow 
many  workers  to  elect  independent  contractor  status  merely  by  reor- 
dering their  affairs.  Permitting  a  large  number  of  workers  to  elect 
to  be  treated  as  independent  contractors  might  have  an  adverse  effect 
on  the  general  level  of  income  tax  compliance  and  might  reduce  par- 
ticipation in  both  the  Federal  unemployment  insurance  system  and 
the  social  security  system. 

The  four  proposed  GAO  criteria  might  entail  some  other  uncertain- 
ties and  difficulties.  For  example,  the  GAO  recommendation  that 
section  ?>121  of  the  Internal  Revenue  Code  be  amended  to  exclude 
separate  businesses  from  the  common  law  definition  of  employee  where 
they  have  a  separate  set  of  books  and  records,  which  reflect  items  of 
income  and  expense,  may  create  additional  problems.  A  definition  of 
what  conptitutes  "a  separate  set  of  books  and  records"  which  ade- 
quatelv  reflects  items  of  income  and  expense  would  be  required.  For 
example,  in  commenting  upon  the  GAO  report,  tlie  Justice  Depart- 
ment apparently  considered  the  criterion  that  self-employed  persons 
should  maintain  separate  books  and  records  to  be  meaningleas.^  The 
Justice  Depai-tment  apparently  reasoned  that  a  simple  checkbook 
could  satisfy  this  requirement.  However,  the  GAO  report  noted  that 
the  separate  boolcs  and  records  requirement  should  involve  more  than 
either  a  checkbook,  or  "scrap  pieces  of  paper."  Nevertheless,  the  appro- 
]:)riate  parameters  of  what  should  constitute  a  "separate  set  of  books 
and  records  reflecting  items  of  income  and  expense"  need  to  be  decided 
and  delinented.  In  many  cases,  a  checkbook  restricted  to  business  use 
may  provide  an  adequate  record  of  a  business'  expenses.  If  income 
items  are  deposited  exclusively  into  a  checking  account,  such  an  ac- 
rount  could  provide  an  adequate  record  of  items  of  the  taxpayer's  in- 

^  GAO  report-,  p.  43. 
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come.  On  the  other  hand,  in  most  cases  a  single  checkbook  will  be 
inadequate  to  provide  a  "set  of  books  and  records"  which  compre- 
hensively reflects  a  business'  items  of  income  and  expense. 

Depending  upon  the  nature  of  the  activities  involved,  a  taxpayer 
may  be  required  to  maintain  a  nmnber  of  accounts,  other  than  check- 
ing accounts,  under  various  regulatory  statutes.  Where  such  accounts 
are  required  to  be  established  and  maintained  under  local  law  in  order 
to  conduct  a  business,  the  absence  of  such  accounts  generally  could  indi- 
cate a  status  of  other  than  an  independent  contractor.  However,  it 
merely  may  indicate  that  a  taxpayer  who,  in  fact,  is  an  independent 
contractor,  simply  has  failed  to  comply  with  local  regulatory  stat- 
utes. Conversely,  it  could  indicate  that  such  a  person  actually  was  an 
employee  under  the  common  law  definition. 

Similarly,  the  present  form  of  the  GAO  recommendation  that  an 
individual  be  subject  both  to  a  profit  opportunity  and  to  a  risk  of  loss, 
in  order  to  meet  the  independent  contractor  test,  could  create  defini- 
tional problems  as  to  what  items  should  be  taken  into  account  in  deter- 
mining whether  such  an  opportunity  or  risk  exists.  Disputes  could 
arise  as  to  the  appropriate  treatment  of  fringe  benefit  expenses.  For 
example,  the  GAO  would  exclude  from  the  definition  of  profit  or  loss 
bona  fide  business  conference  and  educational  expenses,^  even  though 
such  expenses  generally  are  categorized  as  ordinary  and  necessary 
business  expenses  under  section  162  of  the  Code.  In  developing  the 
profit  and  loss  test,  the  GAO  has  suggested  a  standard,  widely  recog- 
nized as  relevant,  but  which  will  require  greater  specificity  if  it  is 
incorporated  in  legislation. 

The  GAO's  principal  place  of  business  criterion  also  could  foster 
definitional  and  administrative  problems.  Many  taxpayers  may  not 
have  a  "principal  place  of  business"  because  of  the  particular  nature 
of  their  profit  seeking  activities.  Other  taxpayers  would  not  qualify 
as  having  a  principal  place  of  business  under  the  present  income  tax 
rules  with  respect  to  the  use  of  a  residence  as  a  place  from  which  the 
taxpayer  operates,  but  which  otherwise  is  not  used  exclusively  by  that 
taxpayer  as  his  or  her  principal  place  of  business  (sec.  280A(c)  (1) ). 
With  respect  to  these  individuals,  the  GAO  principal  place  of  business 
criterion  might  continue  the  confusion  and  uncertainty  of  the  com- 
mon law  employee  classification  test.  Since  these  individuals  could 
not  satisfy  the  GAO  "safe  harbor"  test,  their  classification  as  an  em- 
ployee or  an  independent  contractor  would  continue  to  be  governed 
by  the  common  law  factors  (unless  they  also  failed  to  satisfy  one  of 
the  remaining  three  GAO  factors,  in  which  case  they  automatically 
would  be  categorized  as  employees) . 

The  proposed  certification  procedure  would  relieve  some  persons 
who  pay  others  for  ser\dces  from  the  threat  of  retroactive  employment 
tax  assessments  by  the  IRS.  However,  this  proposal  might  hinder  the 
audit  process,  which  is  a  basic  tool  of  tax  enforcement,  because  audits 
by  definition  are  retroactive.  Limited  IRS  audit  resources  probably 
would  not  allow  the  vertification  of  a  meaningful  number  of  certifi- 
cates and,  therefore,  the  proposal  could  lead  to  widespread  abuse.  For 
example,  unfair  arangements  could  arise  as  a  result  of  the  general 
disparity  of  economic  bargaining  positions  of  the  parties.  Generally, 
businesses  command  a  more  advantageous  economic  position  than 

3  GAO  report,  p.  21. 
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those  parties  who  seek  to  work  for,  or  become  associated  with,  the 
business.  As  a  result,  a  business  could  require,  at  least  theoretically, 
that  all  potential  workers  execute  an  "independent  contractor  certifi- 
cate" prior  to,  and  as  a  condition  of,  the  establishment  of  a  working 
relationship  with  the  business,  regardless  of  either  the  reality  of  the 
situation,  or  how  those  parties  might  be  classified  under  the  common 
law  criteria.  This  could  be  an  acute  problem  in  times  of  high  unem- 
ployment, and  in  those  instances  where  an  indivdual  may  not  be  ex- 
pected to  understand  fully  the  implications  of  signing  such  a 
certificate. 

Conversely,  it  can  be  argued  that  businesses  normally  do  not  engage 
in  overbearing  practices,  and  that  they  are  unlikely  to  begin  such 
practices  merely  to  save  tax  dollars  that  would  be  payable  if  an  indi- 
vidual is  an  employee  rather  than  an  independent  contractor.  Busi- 
nesses might  be  more  likely  to  use  an  "independent  contractor  certifi- 
cate" to  provide  some  certainty  in  their  tax  obligations. 

In  an  attempt  to  assure  that  an  "independent  contractor  certificate" 
is  an  uncoerced  indicator  of  an  individual's  employment  status,  the 
GAO  recommendation  could  be  modified  to  require  that  such  a  cer- 
tificate be  executed  both  by  the  individual  worker  and  by  a  represent- 
ative of  the  business.  The  certificate  could  be  signed  under  affirma- 
tion by  the  business  that  the  individual  reasonably  would  be  classified 
as  an  independent  contractor  under  the  common  law  criteria,  as  inter- 
preted by  the  business  under  the  applicable  facts  and  circumstances, 
and  that  no  coercion  was  used  in  obtaining  the  individual's  signature. 
Similarly,  individuals  could  be  required  to  execute  a  certificate  to  the 
effect  that  (a)  they  reasonably  believe  themselves  to  be  independent 
contractors,  (b)  they  satisfy  the  factual  requirements  to  be  an  inde- 
pendent contractor,  (c)  they  understand  the  implications  of  the  classi- 
fication, including  the  tax  consequences,  and  (d)  no  coercive  influence 
was  placed  on  them  to  execute  the  certificate.  Violation  of  these  affir- 
mation requirements  could  be  made  subject  to  a  penalty. 

Nevertheless,  some  critics  have  contended  that  the  execution  of  an 
"independent  contractor  certificate"  may  not  prove  helpful,  either  for 
the  parties  involved,  or  for  the  appropriate  classification  of  an  indi- 
vidual as  an  employee  or  as  an  independent  contractor.*  Requiring 
signed  affirmations  on  a  Form  W-4  on  which  an  individual  indicates 
the  applicable  number  of  withholding  exemptions  as  a  general  "inde- 
pendent contractor  certificate"  is  unlikely  to  have  the  same  impact  on 
the  individual  unless  such  a  certificate  appropriately  indicates  its  fu- 
ture income  and  employment  tax  ramifications. 

Possible  problems  with  the  GAO  criteria  do  not  necessarily  invali- 
date this  approach  to  the  employee/independent  contractor  contro- 
versy ;  they  merely  indicate  that  some  modifications  and  more  specific 
and  detailed  legislative  guidance  may  be  desirable. 

2.  Comments  received  on  GAO  report 

Upon  release  of  the  GAO  report  on  the  tax  treatment  of  employees 
and  self-employed  persons,  the  Joint  Committee  on  Taxation  invited 

■*  Both  the  courts  and  the  Service  have  recognized  tliat  a  contractnnl  provision  which 
specifies  that  an  individual  is  an  independent  contractor  will  not  be  considered  to  be 
dispositive  of  the  issue  if  the  facts  and  circumstances  indicate  that  the  iudividiial  is  an 
emplovee.  See  Bnrtels  v.  Birmmaham,  ?!?.2  U.S.  126  (in47)  :  Rev.  Rul.  74-08,  1074-1  C.B. 
202.  20.'',.  (The  passacre  of  the  "Gearhart"  Resolution.  H..T.  Res.  296,  Pub.  L.  80-642,  SOth 
Conp.,  21  Sess.  (1948),  was  not  intended  to  alter  this  aspect  of  the  Bartels  decision.  See 
S.  Rep.  No.  1255,  SOth  Cong.,  2d  Sess.  (1948)  ;  Crossett  Lumber  Co.  v.  U.S.,  79  F.  Supp. 
20,  25  (W.D.  Ark.  1948).) 
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written  comments  from  the  public  on  the  GAO's  findings,  conclu- 
sions, and  recommendations.  The  staff  of  the  Joint  Committee  received 
approximately  50  formal,  written  responses  from  various  interested 
persons  and  groups.  These  comments  were  reviewed  in  connection  with 
the  staff's  study  of  the  employment  tax  controversy.  These  comments 
generally  concerned  the  retroactivity  of  employment  tax  determina- 
tions and  suggestions  for  future  standards  to  be  used  in  making  such 
determinations. 

General 

■^Vhile  the  comments  on  the  GAO  report  covered  a  broad  range  of 
proposals,  from  retaining  the  common  law  standards  to  eliminating 
them  and  from  supporting  the  GAO  proposals  to  suggesting  entirely 
different  criteria,  common  themes  ran  through  most  of  the  comments. 
The  majority  of  groups  which  commented  on  the  report,  while  propos- 
ing different  solutions,  felt  that  there  are  two  major  problems  with 
employment  tax  status  determinations  by  the  Internal  Revenue  Serv- 
ice. One  problem  is  the  retroactive  nature  of  employment  tax  status 
determinations  and  the  other  is  the  double  collection  of  taxes  wliich 
often  results  when  an  "independent  contractor"  is  reclassified  by  the 
Sei-vice  as  an  employee.  Most  urged  that  whatever  shape  proposed 
legislation  ultimately  takes,  it  should  address  these  two  problem  areas. 

Retroactive  assessments 

At  least  26  groups  voiced  opposition  to  the  retroactive  assessment  of 
employment  taxes  under  present  law.  Most  of  these  groups  felt  that 
retroactive  assessments  should  be  allowed  only  in  cases  involving  bad 
faith,  fraud,  or  negligence.  Furthermore,  some  of  these  groups  felt  that 
if  retroactive  assessments  were  to  continue  to  be  allowed  that  there 
should  be  some  mechanism  to  prevent  the  double  collection  of  employ- 
ment taxes  (^.e.,  once  at  the  employer  level  as  taxes  the  employer  initial- 
ly failed  to  collect  and  once  at  the  employee  level  as  taxes  previously 
paid).  Five  groups  endorsed  the  GAO  proposal  to  prevent  retroactive 
assessment  of  emoloyment  taxes  in  cases  where  workers  have  been  cer- 
tified as  self-employed. 

Future  standards 

The  comments  on  future  standards  for  employment  tax  status  de- 
terminations varied.  At  least  nine  groups  supported  the  retention  of 
some  of  the  common  law  rules.  Of  these  groups,  six  favored  retention 
of  the  present  law  common  law  factors  in  the  case  of  prospective  em- 
ployment tax  status  determinations.  Of  the  three  remaining  groups, 
one  group  supported  retention  of  the  present  common  law  standards  in 
tandeln  with  the  GAO  proposal ;  another  group  would  assign  weights 
to  the  various  common  law  factors;  and  another  would  continue  the 
use  of  the  common  law  rules  but  create  "safe  harbors"  and  grant  the 
Tax  Court  jurisdiction  over  employment  tax  status  determinations. 

At  least  eight  groups  favored  some  form  of  the  GAO  approach 
for  prospective  employment  tax  status  determinations.  Three  of  these 
groups  indicated  their  unqualified  support  for  the  GAO  standards. 
One  .ffroup  favored  using  the  GAO  standards  as  a  "safe  harbor,"  and 
would  allow  only  prospective  reclassifications  of  employment  tax 
status  in  all  cases  where  there  had  been  a  good  faith  certification  that 
the  GAO  standards  would  be  met.  Another  group  favored  the  GAO 
approach  along  with  retention  of  the  common  law  standards,  while 
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another  group  favored  the  GAO  approach  but  would  expand  it  from 
a  four-factor  test  to  a  ten-factor  test. 

At  least  three  groups  felt  that  employers  should  be  permitted  to 
certif}'-  that  tlieir  workers  are  either  employees  or  self-employed  in- 
dividuals. One  gToup  felt  that  such  certification  should  be  done  on  a 
quarterly  basis.  Another  group  felt  that  a  certification  procedure 
should  be  provided  in  conjunction  with  the  present  law  common  law 
standards. 

At  least  four  groups  supported  a  proposal  that  contains  some  of  the 
elements  in  the  GAO  proposal,  as  well  as  in  the  common  law.  Under 
this  proposal,  a  worker  would  be  classified  as  self-employed  if  the  fol- 
lowing five  standards  were  met : 

(1)  The  parties  ("employer"  and  worker)  agreed  to  independ- 
ent contractor  status ; 

(2)  All  income  of  the  worker  was  commission  income ; 

(3)  The  worker  was  not  required  to  work  any  set  number  of 
hours ; 

(4)  The  worker  had  his  or  her  own  principal  place  of  business 
or  paid  rent  to  the  "employer" ;  and 

(5)  The  worker  had  an  opportunity  for  profit. 

Also,  under  this  proposal,  the  double  collection  of  employment  taxes 
would  not  be  allowed. 

Another  group  proposed  a  different  five-part  test  for  prospective 
employment  tax  status  determinations.  Under  that  proposal,  a  worker 
would  be  classified  as  self-employed  if : 

( 1 )  The  worker  received  only  commission  income ; 

(2)  The  "employer"  could  exercise  no  control  over  the  worker  as 
to  work  day,  work  location,  customer  lists,  or  selling  procedures ; 

(3)  The  worker  was  not  required  to  receive  the  "employer's" 
permission  in  order  to  sell  to  competitors  of  the  "employer" ; 

(4)  The  worker  made  insubstantial  use  of  the  facilities  of  the 
"employer" ;  and 

(5)  The  worker  did  not  hold  himself  or  herself  out  as  an  em- 
ployee of  the  "employer". 

One  group  proposed  two  requirements  for  self-employed  status. 
First,  a  worker's  compensation  would  be  required  to  be  solely  in  the 
form  of  commissions.  And,  second,  the  worker  and  the  person  engag- 
ing his  or  her  services  would  be  required  to  enter  into  periodic  written 
agreements  which  would  obligate  both  parties  to  conform  to  the  re- 
quirement that  compensation  be  received  only  in  the  form  of  commis- 
sions. Neither  party  to  the  relationship  would  be  permitted  to  take 
a  position  before  the  Internal  Revenue  Service  that  was  inconsistent 
with  the  written  agreement. 

At  least  five  o;roups  favored  granting  the  Tax  Court  declaratory 
]*ud,<?ment  jurisdiction  over  employment  tax  status  determinations.         i 

Wliile  one  group  felt  that  self-employed  indi^dduals  should  be  sub- 
ject to  the  same  withholding  requirements  as  employees,  another  | 
group  said  that  the  question  of  withholding  should  be  entirely  sepa- 
rate and  apart  from  the  question  of  employment  status.  There  were 
suggestions  that  the  parties  should  be  allowed  to  elect  their  employ- 
ment status,  that  information  returns  be  required  with  respect  to  all 
workers,  and  that  the  Internal  Revenue  Service  establish  industry 
guidelines  for  determining  the  employment  status  of  workers. 


C.  Information  Reporting 

One  modification  of  present  law  which  could  be  implemented  to 
accommodate  both  the  legitimate  interests  of  taxpayers  and  of  the  gov- 
ernment, without  changing  the  coiximon  law  test  for  the  determination 
of  employment  status,  might  be  to  expand  the  category  of  payments 
for  services  which  are  subject  to  information  reporting.  This  could  be 
done  in  two  ways :  expanding  the  types  of  payments  subject  to  report- 
ing or  lowering  the  minimum  dollar  amount  for  which  information 
returns  are  necessary. 

1.  Expanded  definition 

The  definition  of  what  payments  are  subject  to  information  report- 
ing could  be  clarified  and  expanded.  For  example,  the  term  "payment", 
as  used  in  section  6041(a)  of  the  Code,  could  be  modified  so  as  to  in- 
clude explicitly  all  disbursements  (above  a  threshold  amount)  for  serv- 
ices and  situations  involving  the  purchase  of  discounted  resale  mer- 
chandise where  the  discount  consistently  reflects  an  ascertainable 
percentage  of  the  resale  price.  In  the  latter  case,  the  amount  to  be  re- 
ported would  be  the  difference  between  the  discounted  price  and  the 
generally  prevailing  resale  price.  The  ultimate  vendor  of  the  mer- 
chandise, of  course,  would  be  free  to  establish,  on  his  or  her  income 
tax  return,  that  the  price  differential  was  not  an  adequate  reflection  of 
taxable  income. 

This  expanded  obligation  could  be  restricted  to  payment  situations 
which  involve  a  full-time  and  continuing  service  relationship  between 
the  payor  and  the  worker,  where  the  latter  independently  bears 
few  expenses  or  risks  of  the  enterprise.  Alternatively,  such  an  expanded 
information  reporting  requirement  could  be  extended  to  all  ongoing 
payor-payee  service  relationships,  regardless  of  whether  the 
payee  would  be  classified  as  an  employee  under  the  common  law  con- 
trol test.  The  latter  approach  could  be  applied  either  with  respect  to 
substantially  full-time  service  relationships,  or  both  to  those  situa- 
tions and  to  similar  part-time  relationships.  Regardless  of  which 
approach  were  adopted,  generally  the  only  exception  to  the 
expanded  reporting  requirements  would  be  instances  in  which  comput- 
ing the  amount  to  be  reported  would  be  administratively  or  technically 
infeasible,  for  example,  situations  in  which  merchandise  for  resale 
is  purchased  at  a  discount  (and  the  discounted  sales  price 
does  not  reflect  an  ascertainable  percentage  or  amount  of  the  resale 
price). 

2.  Lower  minimum  payment 

A  second  method  of  increasing  the  number  of  payments  which  are 
subject  to  infoi-mation  reporting  would  be  to  reduce  the  dollar  amount 
for  which  such  returns  are  necessary.  Currently,  information  returns 
are  required  of  persons  engaged  in  a  trade  or  business  with  respect  to 
certain  payments  of  $600  or  more  during  the  course  of  any  taxable 
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year.  (See  discussion  of  Information  Returns,  I.A.3.,  p.  5.)  For  ex-  ': 

ample,  business  taxpayers  could  be  required  to  file  information  returns  ! 

for  aggregate  annual  payments  of  $200,  instead  of  $600,  or  more  1 

during  the  year  to  any  individual.  _     ' 

This  change,  which  would  not  affect  employment  status,  might  aid 
the  Internal  Eevenue  Service  in  the  implementation  of  its  enforce- 1 
ment  responsibilities,  and  increase  the  parties'  awareness  of  their  , 
respective  income  and  employment  tax  reporting  and  compliance  i 
obligations. 

3.  Other  changes 

Regardless  of  whether  any  changes  are  adopted  in  the  withholding  \ 
system,  an  expansion  of  information  reporting  might  be  supplemented  • 
by  two  general  changes  in  present  law.  First,  payors  might  be  required  i 
to  furnish  payees  with  copies  of  returns  which  potentially  relate  to  -^ 
their  tax  liability.  This  modification  of  present  law  might  facilitate 
the  filing  of  accurate  returns  by  payees  by  providing  them  with  a 
timely     record     of     payments    received    during    the    year.     Since 
payors,  in  any  event,  would  have  to  maintain  records  sufficient  to  pre- 
73are  and  file  the  information  returns,  the  additional  burden  of  supply- 
ing payees  with  a  copy  of  the  returns  would  appear  minor  for  most 
payors. 

Another  general  change  which  might  accompany  an  expansion  of 
information  reporting  is  an  increase  in  the  penalty  for  failure  to  file, 
and  the  provision  of  a  similar  penalty  for  failure  to  furnish  payees 
with  a  copy  of  the  relevant  returns.  Under  present  law,  a  one  dollar 
($1.00)  penalty  is  provided  for  each  failure  to  file  an  information 
return  (Code  sec.  6652  (b) ) ,  with  a  $1,000  maximum  aggregate  penalty 
for  all  such  failures  during  any  calendar  year.  The  present  law  penalty 
is  inapplicable  if  the  failure  to  file  is  due  to  reasonable  cause,  and  not  to 
willful  neglect.  There  is  no  comparable  penalty  for  failure  to  provide 
copies  of  these  information  returns  to  payees.  An  increase  in  the  fail- 
ure to  file  penalty,  and  the  provision  of  a  similar  penalty  for  failure 
to  furnish  payees  with  a  copy  of  the  relevant  returns,  might  induce 
a  higher  level  of  compliance. 

4.  Evaluation 

An  expansion  of  information  reporting,  regardless  of  whether  it  is 
combined  with  a  minimum  income  tax  withholdino-  requirement, 
would  not  address  issues  relating  to  any  individual's  employment 
status.  As  a  result,  the  potential  for  ambiguity  and  controversy 
which  exists  under  the  present  law  would  not  be  eliminated.  Never- 
theless, changes  in  information  reporting  and  the  related  penalties 
could  increase  the  Service's  ability  to  administer  the  tax  laws  and  to 
ascertain  each  party's  compliance  with  the  applicable  income  and 
employment  taxes.  If  the  Service  matches  information  returns  with 
individual  income  tax  returns,  these  changes  could  lead  to 
an  increased  overall  compliance  rate.  The  Service's  ability  to 
match  information  returns  with  regular  individual  tax  returns  could 
be  facilitated,  for  example,  by  the  adoption  of  a  special  Form  1099 
which  would  be  used  only  for  cumulative  annual  service  payments  in 
excess  of  a  threshold  amount. 
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Expanded  information  reporting  may  not  result  in  a  significant 
increase  in  tax  administrative  costs  for  the  payors  involved.  Since  these 
taxpayers  currently  must  comply  with  information  return  obligations 
for  compensation  payments  of  $600  or  more,  any  additional  admin- 
istrative costs  involved  in  an  expanded  information  reporting  re- 
quirement would  relate  to  completing  the  appropriate  form  and  to 
furnishing  payees  with  copies.  Records  relating  to  such  amounts 
which  are  disbursed  during  the  year  must  be  maintamed  in  any 
event,  as  part  of  the  ordinary  conduct  of  the  payor's  trade  or  busi- 
ness, both  for  accounting  and  financial  purposes,  and  in  order  to  be 
able  to  comply  with  tax  obligations  generally. 

For  payees,  expanded  information  reporting  would  not  increase, 
but  rather  would  be  likely  to  reduce,  administrative  or  compliance 
costs. 


D.  Withholding 

One  alternative  to  tlie  continued  use  of  the  common  law  test  would  ; 
be  to  expand  income  tax  and  social  security  tax  withholding  j 
requirements.  I 

1.  Income  tax  | 

Concerns  about  noncompliance  with  the  Federal  income  tax  might.  [ 
be  alle^dated  if  payors  of  amounts  which  are  compensatory  in  nature  j 
were  required  to  withhold  taxes  due  with  respect  to  those  amounts  ; 
which  are  paid  for  services.  Such  an  expanded  obligation  could  be  re-  , 
stricted  to  payment  situations  which  involve  a  full-time  and  continuing  I 
service  relationship  between  the  payor  and  the  worker,  and  where  the^ 
latter  independently  bears  few  expenses  or  risks  of  the  enterprise.  Al-  | 
ternatively,  such  expanded  withholding  could  be  extended  to  all  on-  ' 
going  payor-payee  service  relationships,  whether  or  not  the  payee- 
would  be  classified  as  an  employee  under  the  common  law  control  test,  j 
The  latter  approach  could  be  applied  only  with  respect  to  substantially 
full-time  service  relationships,  or  both  to  those  situations  and  to  similar- 
part-time  relationships.  , 

Special  exceptions  or  modifications  would  be  required  for  income  tax 
withholding  on  the  earning-s  of  self-employed  individuals.  The  com- 
]3ensation  paid  to  independent  contractors  often  does  not  reflect  their 
net  earnings,  that  is,  the  amount  of  income  subject  to  tax  after  account- 
ing for  deductible  business  expenses.  Ordinarily,  the  payor  has  no  way 
of  knowing  the  payee's  net  income.  Thus,  there  is  a  potential  for  sig- 
nificant overwithholding  if  income  tax  is  withheld  from  compensation 
paid  to  independent  contractors.  Withholding  might  be  set  at  a  d-e 
'minimis  rate,  for  example,  one  percent  of  payments,  to  an  independent 
contractor.  Such  token  withholding  might  improve  compliance  be^ 
cause  some  independent  contractors,  who  are  non-filers  and  who  might 
avoid  the  tax  system  and  never  be  examined,  would  be  brought  into  the- 
system.  However,  it  is  doubtful  whether  the  additional  tax  revenues  ob- 
tained from  non-filers  would  justify  the  administrative  complexity 
and  expense  which  withholding  on  self-emplojnnent  earnings  would 
entail.  Additional  exceptions  to  the  expanded  withholding  require- 
ment would  be  necessary  for  situations  where  computing  the  amomit 
to  be  withheld  would  be  administratively  or  technically  infeasiblcv 
for  example,  situations  in  which  merchandise  for  resale  is  purchased' 
at  a  discount  (except  where  the  discounted  sales  price  consistently  re- 
flects an  ascertainable  percentage  or  amount  of  the  resale  price). 

A  general  rule  might  provide  that  the  payors  must  withhold  Fed- 
eral income  tax  from  compensation  paid  to  any  persons  who  perform* 
services  for  the  payors.  Only  the  income  of  those  workers  who  qualify 
under  exceptions  to  the  general  rule  would  be  exempt  from  with- 
holding. Exceptions  might  be  drafted  with  objective  tests  in  order  | 
to  reduce  uncertainty  and  taxpayer-IRS  disputes.  For  example,  one 
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exception  to  a  generally  applicable  withholding  rule  might  cover 
workers  who  perform  services  for  the  payor  for  fewer  than  a  specific, 
limited  number  of  days  during  a  year.  Similarly,  workers  who  invest 
a  substantial  amount  of  their  own  funds  in  the  conduct  of  the  trade  or 
business  might  be  excepted.  A  minimum  basis  figure  or  a  minimum 
rental  expense  for  an  investment  exception  might  be  established  at  a 
specific  dollar  amount.  Specificity  in  defining  any  exceptions  would  in- 
crease certainty,  although  it  necessarily  entails  some  arbitrariness. 

If  an  expanded  Avithholding  rule  is  added  to  the  present  rules 
based  on  the  common  law,  it  might  facilitate  certainty  for  cases  which 
are  unclear  under  the  common  law.  However,  it  would  require  extra 
analysis  for  taxpayers  whose  workers  are  not  clearly  common  law  em- 
ployees, but  whose  relationship  would  have  to  be  evaluated  under  these 
new  tests.  Similarly,  if  withholding  were  required  on  compensation 
paid  to  any  worker  who  rendered  more  than  a  specified  number  of  days 
of  service  to  the  pa3'or.  tiie  administrative  burden  would  be  increased. 

As  is  the  case  under  present  law  with  respect  to  withholding,  an 
individual's  tax  liability  for  any  year  could  exceed,  or  be  less  than, 
the  amount  withheld.  In  such  an  instance,  the  appropriate  adjustment, 
as  established  by  the  taxpayer,  would  have  to  be  made. 

2.  Social  security  taxes 

An  expansion  of  income  tax  withholding  obligations  to  payoi-s  of 
compensatory  amounts  for  services  under  ongoing  relationships  would 
not  necessarily  resolve  questions  about  a  worker's  status  and  the  re- 
sulting liabilities  for  FICA  or  SECA  and  for  FUTA  taxes.  Although 
withholding  and  paying  over  of  SECA  taxes  could  be  required  in  ad- 
dition to  income  tax  and  FICA  obligations,  questions  about  workers' 
proper  status  still  would  arise.  Extending  withholding  requirements 
alone,  without  making  the  applicabilty  of  withholding  also  the  deter- 
minant of  an  employment  relationship,  would  not  eliminate  the  ques- 
tion of  whether  the  payee  was  an  employee  or  a  self-employed  person 
for  employment  tax  purposes.  As  a  result,  the  amount  to  be  withheld 
would  be  uncertain  in  many  cases. 

One  way  of  attempting  to  minimize  these  ambigaiities  might  be  to 
require  payors,  who  were  made  subject  to  an  expanded  income  tax 
withholcling  obligation,  to  withhold  from  the  worker  and  to  pay  over 
an  amount  no  larger  than  an  employee's  share  of  employment  taxes. 
(Such  action  would  give  no  inference  as  to  the  paj'ee's  proper  classifi- 
cation for  purposes  of  the  employment  tax  obligations  of  either  party.) 
If  the  amount  withheld  were  less  than  the  SECA  taxes  due  on  the  same 
amount  of  income,  the  worker  would  have  to  pay  this  amount  in  any 
event.  However,  if  the  worker  is  a  self-employed  person,  his  or  her 
compensation  paid  may  exceed  his  or  her  net  earnings,  that  is,  taxable 
SECA  income. 

3.  Evaluation 

If  there  were  a  significant  expansion  of  withholding  obligations, 
the  rate  of  tax  compliance  among  those  categories  of  persons  which 
previously  were  not  subject  to  withholding  might  be  expected  to 
increase  somewhat  over  present  levels,  both  as  to  income  and  employ- 
ment taxes.  To  the  extent  that  the  reporting  of  self-employment  income 
would  improve  under  an  expanded  withholding  system,  there  would  be 
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increased  revenues  to  the  social  security  trust  funds,  and  increased 
social  security  protection  for  the  workers  involved.  At  the  same  time, 
the  Government's  administrative  costs  relating  to  compliance  with, 
and  enforcement  of,  the  tax  laws  might  be  reduced.  In  addition,  it  is 
unlikely  that  any  increased  audit  activity  would  be  required  to  obtain 
either  an  increased  compliance  level  or  a  reduction  in  Government 
costs. 

Although  expanded  income  and  employment  tax  withholding  might  ! 
increase  compliance  levels  and  reduce  general  enforcement  costs,  it  \ 
also  is  likely  to  result  in  increased  tax  administrative  costs  for  some 
payors,  i.e.,  "those  parties  who  currently  are  not  subject  to  withholding 
responsibilities.  Because  these  taxpayers  presently  must  comply  with 
information  return  obligations  for  certain  payments  of  $600  or  more 
(see  discussion  of  Information  Returns  I.A.3.,  (p.  5),  any  additional 
administrative  costs  involved  in  an  expanded  withholding  require- 
ment would  relate  to  computing  and  paying  over  the  amounts  with- 
held on  a  continuing  basis,  and  to  furnisliing  annual  statements  to 
payees.  In  some  cases,  these  costs  could  be  substantial  even  though 
they  generally  would  be  deductible  for  income  tax  purposes. 

An  expansion  of  income  and  employment  tax  witliliolding  generally  \ 
would  not  increase  administrative  or  compliance  costs  for  payees,  ti 
Since  most  additional  requirements  would  be  imposed  on  payors,  the 
costs  borne  by  payees  actually  might  decrease  in  comparison  with  tliose 
borne  under  present  law.  At  present,  evidence  is  insufficient  for  evalu- 
ating whether  the  benefits  from  expanded  withholding  justify  its  costs 
and  shifts  in  the  present  law  responsibilities. 

Expanded  withholding  would  not  end  the  problems  of  uncertainty 
about  the  definitions  of  "employee"  and  "independent  contractor."  And, 
these  problems  would  continue  to  affect  payors  of  workers  in  many  job 
categories  unless  the  differences  in  the  rates  and  imposition  of  the  lia- 
bilities for  SEC  A  and  FIG  A  taxes,  as  well  as  the  employment  rule  for 
FUTA  taxes,  were  eliminated. 


E.  Statutory  Classes  of  Self-Employed  Individuals 

A  possible  alternative  to  the  use  of  the  common  law  tests  for- 
determining  whether  an  employer-employee  relationship  exists  would 
be  to  expand  the  number  of  classes  of  individuals  designated  by  statute 
as  self-employed.  This  was  the  approach  taken  by  the  Congress  in  the 
Tax  Eeform  Act  of  1976  to  solve  the  controversy  involving  whether 
certain  crewmen  of  fishing  boats  were  employees  or  independent  con- 
tractors. There  currently  are  twenty  types  of  service  that  are  exempted 
from  the  definition  of  employment  for  employment  tax  purposes  (Code 
sec.  3121(b)  ).^  A  number  of  these  types  of  services  also  are  exempted 
from  the  Federal  income  tax  withholding  requirements  (Code  sec. 
3401  (a)).  For  some  industries,  statutory  specification  involves  estab- 
lishment of  an  arbitrary  standard,  for  example,  a  maximum  number 
of  workers  may  be  allowed,  as  in  those  provisions  relating  to  certain 
work  on  fishing  boats  (Code  sec.  3121  (b)  (20) ) . 

As  an  alternative  to  expanding  the  number  of  types  of  services 
exempt  from  both  employment  taxes  and  Federal  income  tax  with- 
holding, certain  types  of  service  could  be  exempted  from  employment 
taxes  but  not  from  Federal  income  tax  withholding.  Or,  an  expansion 
of  the  types  of  services  exempted  from  employment  taxes  could 
be  coordinated  with  an  expanded  withholding  system.  ( See  discussion 
of  Withholding,  III.  D.,  p.  38.)  In  addition,  such  an  expansion  could 
be  coordinated  with  an  expanded  information  reporting  requirement. 
(See  discussion  of  Information  Reporting  III.  C.,  p.  35.) 

Expanding  the  number  of  classes  of  statutory  self -emploj^ed  individ- 
uals would  provide  greater  certainty  for  taxpayers  making  payments 
for  those  types  of  services.  Similarly,  classifying  the  performance  of 
such  services  as  self -employment  and  subjecting  the  net  earnings 
to  self-employment  tax,  would  provide  certainty  for  the  indi- 
viduals who  perform  such  services.  However,  for  those  individuals 
who  currently  are  treated  as  employees,  change  to  self-employment 
status  might  cause  uncertainty  and  be  perceived  as  complex,  at  least 
in  the  short  run.  In  addition,  uncertainty  would  exist  for  groups  of 
workers  who  were  not  squarely  within  a  definition. 

A  significant  increase  in  the  number  of  workers  statutorily  classi- 
fied as  self-employed  would  not  be  expected  to  increase  the  rate  of 
tax  compliance.  However,  if  an  increase  in  the  types  of  workers  clas- 
sified as  self-employed  was  coupled  with  an  expanded  withholding 
requirement,  compliance  might  increase  somewhat  over  current  levels. 
The  cost  of,  and  time  devoted  to,  enforcem.ent  of  compliance  with  the 
self-employment  tax  might  be  expected  to  increase  because  of  the 

*  Among  the  types  of  service  excluded  by  sec.  3121(b)  are  services  performed 
as  an  employee  of  the  United  States  (or  any  instrumentality  thereof)  if  such 
service  is  covered  by  a  retirement  system  established  by  a  law  of  the  United' 
States.  It  also  excludes  services  performed  by  a  duly  ordained,  commissioned,, 
or  licensed  minister  of  a  church  in  the  exercise  of  his  or  her  ministry. 
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laro-er  number  of  tax  returns  that  would  liave  to  be  examined  to  obtain  i 
the^ame  audit  coverage  provided  under  the  present  system.  j 

An  expansion  of  the  number  of  workers  statutorily  classihed  as  selt-  ^ 
employed  might  have  a  negative  impact  on  Social  Security  Trust  h  und  , 
receipts.  If  the  rate  of  self -employment  tax  were  not  increased  to  a  rate 
€qual  to  the  combined  employer-employee  rate,  the  contribution  to  the  | 
trust  fund  on  behalf  of  each  worker  would  be  decreased  even  it  the 
worker  has  no  deductible  trade  or  business  expenses  to  decrease  his 
or  her  gross  receipts  from  the  performance  of  services.  | 

To  expand  the  number  of  classes  of  self-employed  individuals  would 
require  the  Congress  to  analyze  groups  of  workers  on  an  mdustry-by-  i 
industry,  or  category-by-category,  basis.  Such  analysis  would  be  very  J 
time  consuming  because  of  the  significant  number  of  different  types  o±  • 
workers  and  relationships  within  various  industries.  •    i     .        i 

Dealing  with  classifications  of  worker  groups  on  an  industry- ^ 
by-industry  basis  could  subject  the  Congress  to  political  pressure 
from  many  interest  groups.  In  addition,  such  an  approach  could  lead  to 
similarly-situated  workers  within  different  industries  being  treated; 
differently.  Depending  upon  how  narroAvly  or  broadly  the  criteria  < 
for  treatment  as  self-employed  were  drawn,  workers  withm  the  same^ 
industry  could  receive  disparate  treatment.  , 


F.  Administration  Proposal 

Tlie  Administration's  budget  message  for  fiscal  year  1980  ^  stated  that 
the  Administration  will  propose  legislation  to  become  effective  for  tax- 
able years  beginning  after  December  31, 1979,  to  clarify  the  distinction 
between  an  independent  contractor  and  an  employee. 

^  Budget  of  the  United  States  Government,  Fiscal  Year  1980,  p.  71-72. 
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IV.  RELATED  ISSUES 
A.  Federal  Income  Tax 

Controversies  over  the  proper  classification  of  individuals  as  em- 
ployees or  independent  contractors  have  focused  on  the  Federal  in- 
come tax  withholding,  social  security  tax  and  unemployment  compen- 
sation tax  liabilities  of  taxpayers  who  pay  workers  for  services.  Al- 
though these  have  been  the  principal  issues  and  generally  involve  the 
greatest  potential  liabilities  in  such  controversies,  the  classification  of 
workers  has  additional  ramifications. 

The  reclassifications  of  workers  as  employees  may  affect  company 
and  individual  retirement  plans.  Taxpayers  reclassified  as  employers 
may  find  that  their  employee  pension  plans  are  disqualified  because 
employees,  whom  the  taxpayers  treated  as  independent  contractors, 
were  excluded  from  the  plans.  Similarly,  workers,  who  considered 
themselves  independent  contractors,  no  longer  may  be  entitled  to  main- 
tain Keogh  plans  established  for  their  own  retirement  and  may  have 
prior  contribution  deductions  disallowed.  Only  workers  who  qualify 
as  self-employed  may  claim  certain  expenses  as  "above-the-line"  busi- 
ness expense  deductions  in  determining  their  adjusted  gross  income. 

In  addition,  the  taxation  of  certain  fringe  benefits  may  depend  on 
the  workers'  employment  status.  Employees  may  exclude  from  their 
income  contributions  paid  by  employers  for  the  employees  to,  and  any 
benefits  received  under,  accident  and  health  plans,  qualified  group  le- 
gal services  plans,  employer  educational  assistance  plans,  and  certain 
employer-provided  life  insurance  and  death  benefit  programs.  The 
income  tax  exclusion  and  exemption  enjoyed  by  some  employee  benefit 
progi'ams,  for  example,  under  group  legal  services  plans  and  educa- 
tional assistance  plans,  may  be  lost  if  workers,  who  were  treated  as 
independent  contractors,  are  found  to  be  employees  who  should  have 
been  covered  by  the  plans. 

Thus,  the  settlement  of  both  particular  employment  status  cases 
and  any  substantive  legislative  changes  in  the  classification  standards 
must  be  accompanied  by  rules  and  procedures  for  unraveling  associ- 
ated pension,  fringe  benefit  and  other  problems  arising  from  these 
changes. 
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B.  Social  Security  Taxes 

The  determination  of  the  employment  status  of  workers  affects  not 
only  the  question  of  employment  tax  liability,  but  also  the  total  amount 
of  liability  with  respect  to  each  worker.  If  the  Department  of  Justice 
is  correct  about  the  apparently  lower  compliance  with  the  self-employ- 
ment tax  (SECA),  the  total  amount  of  taxes  collected  could  be  ex- 
pected to  decrease,  if  there  were  an  increase  in  the  number  of  self- 
employed  workers  with  a  corresponding  decrease  in  the  number  of 
employees.  (See  III,  A.2.,  Noncompliance,  p.  27.)  Thus,  changes  in 
the  law  governing  status  classifications  may  have  a  substantial  eco- 
nomic impact  on  the  social  security  system  and  may  raise  questions 
with  respect  to  who  should  bear  the  burden  of  supporting  the  system, 
and  what  measures  might  be  necessary  to  prevent  underfunding  or 
insolvency  of  the  Social  Security  Trust  Fund. 

The  controversies  over  status  classifications  also  have  drawn  atten- 
tion to  the  issues  involving  the  relationship  between  FICA  and  SECA 
contributions  and  benefits.  Under  present  law,  for  purposes  of  deter- 
mining an  individual's  social  security  benefits,  the  individual  must 
establish  that  he  or  she  worked  as  an  emploj^ee  and  the  amount  of 
wages  that  he  or  she  received.  Payment  of  FICA  tax — the  employer's^ 
share  and  the  withheld  emjDloyee  share — is  not  a  requirement  for  em- 
ployee coverage  under  the  Act.  Under  these  rules,  employees  are  pro- 
tected from  emploj^ers  who  might  withhold  but  fail  to  pay  over  the 
FICA  tax.  Even  if  the  tax  is  unpaid,  the  employee  is  entitled  to  bene- 
fits on  the  basis  of  earnings.  For  purposes  of  determining  a  self-em- 
ployed individual's  benefits,  earnings  credit  for  self-employment  in- 
come is  permitted  even  though  the  SECA  tax  has  not  been  paid, 
provided  that  the  worker  has  filed  a  timely  self-employment  tAx 
return.  To  the  extent  that  employers  misclassify  employees  as  inde- 
pendent contractors,  the  social  security  system  will  be  liable  for  bene- 
fits to  employees  with  respect  to  whose  wages  no  contributions  were 
paid.  Because  self-employed  individuals  are  responsible  for  paying 
their  social  security  taxes  directly  to  the  Treasury,  there  appears  to  be 
less  reason  for  the  rules  divorcing  their  benefits  from  contributions. 

Changes  in  the  law  defining  employment  status  classifications  could 
affect  the  social  security  system  significantly.  If  changes  in  status 
rules  would  tend  to  increase  the  number  of  mdividuals  classified  as 
self-employed,  a  group  whose  earnings  are  subject  to  a  lower  total  rate 
of  tax  than  employees'  wages  (and  v,'lio  also  may  x^ay  less  of  their 
employment  tax  liability  than  employees),  then  some  connection  be- 
tween the  payment  of  SECA  tax  contributions  and  social  se^jurity 
benefits  for  self-employed  individuals  at  least  might  be  appropriate. 
However,  if  changes  in  the  status  rules  tend  to  increase  the  number  of 
individuals  whose  earnings  are  subject  either  to  FICA  tax  or  to  any 
revised  social  security  taxes  which  are  withheld  from  income  at  its 
source,  the  need  to  trace  contributions  in  determining  benefits  declines. 

(4G) 


C.  other  Laws 

The  classification  of  workers  as  employees  or  as  independent  con- 
tractors for  purposes  of  Federal  employment  taxes  frequently 
affects  their  treatment  under  other  laws.  Many  State  income  tax  stat- 
utes parallel  Federal  tax  law  in  this  respect.  Thus,  State  income  tax 
withholding  usually  coincides  with  Federal  withholding  rules.  In  ad- 
dition, the  applicability  of  certain  exclusions  and  deductions  under 
State  law  may  depend,  as  some  do  under  Federal  law,  upon  the 
workers'  employment  status.  In  order  to  claim  business  expenses  as 
"above  the  line"  deductions  from  gross  income  in  determining  Federal 
income  tax  liability,  a  worker  usually  must  be  self-employed.  The  same 
rule  generally  prevails  in  State  systems  as  well,  and  the  status  classi- 
fication standards  ordinarily  are  the  same. 

An  individual  generally  is  eligible  for  unemployment  compensation 
only  if  he  or  she  worked  as  an  employee.  Thus,  benefits  paid  through 
State  systems  depend  upon  whether  workers  were  treated  as  employees 
and  whether  Federal  Unemployment  Tax  Act  taxes  were  paid  with 
respect  to  their  wages.  Independent  contractors  cannot  obtain  unem- 
ploj/ment  compensation. 

Tlie  classification  of  workers  for  purposes  of  Federal  employment 
taxes  also  may  affect  whether  and  how  other  types  of  laws  pertaining 
to  employment  apply  to  workers  and  the  persons  who  pay  for  their 
services.  The  Federal  minimum  wage  applies  to  employees  but  not  to 
independent  contractors.  State  minimum  wage  laws  are  similar.  Some 
taxpayers  have  reported  that  after  the  Internal  Revenue  Service  re- 
classified workers  as  employees,  some  State  wage  and  hour  law  admin- 
istrators also  investigated  their  operations  and  alleged  violations  for 
periods  during  which  they  had  considered  their  workers  to  be  independ- 
ent contractors  to  whom  the  wage  and  hour  laws  were  inapplicable. 

The  reclassification  of  workers  of  businesses  in  which  some  were 
treated  previously  as  employees  and  others  as  independent  contractors 
also  may  alter  the  proper  determination  of  bargaining  units  under 
labor  relations  laws.  Laws  safeguarding  work  places,  establishing 
standards  for  working  conditions,  and  providing  protection  from  dis- 
crimination in  hiring,  promotion  and  benefits  also  may  apply  only  to 
employees.  The  interpretation  and  administration  of  employment 
classifications  by  the  Internal  Revenue  Service  may  be  followed  by 
officials  in  these  areas  as  well  as  for  use  in  their  own  investigations 
and  enforcement.  Thus,  even  though  a  Federal  employment  tax  status 
reclassification  is  not  binding  for  purposes  of  other  laws,  and  even 
though  it  merely  may  signal  to  administrators  that  the  application  of 
other  laws  also  may  be  at  issue,  changes  in  Federal  emplovment  tax 
status  laAYS  may  have  effects  beyond  the  ordinary  purview  of  tax  ad- 
ministration. In  the  event  of  any  Federal  employment  tax  status 
changes,  these  effects  must  be  evaluated  and,  if  necessary,  remedied. 

(47) 
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